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In the United States District Court for the

Northern District of California, Northern Di-

vision

No. 7819

FRANCIS L. ROONEY and IRENE ROONEY,
His Wife,

Plaintiffs,

vs.

UNITED STATES OF AMERICA,

Defendant.

COMPLAINT UNDER THE INTERNAL
REVENUE CODE

Plaintiffs above named complain of Defendant,

and for a cause of action allege as follows:

I.

This action is brought under Section 7422 of the

United States Internal Revenue Code of 1954, and

Section 1346 (a) of Title 28, USCA, as amended,

and it is a claim against the defendant for recovery

of federal income taxes assessed against and col-

lected from plaintiffs pursuant to said United

States Internal Revenue Code.

II.

The plaintiffs, Francis L. Rooney and Irene

Rooney, were at all times mentioned herein, and

now are, husband and wife, and are citizens of the

United States of America, residing in the County

of Sacramento, State of California.



III.

The income tax returns of plaintiffs involved in

this proceeding are for the calendar years 1952,

1953 and 1954.

IV.

On or about the 18th day of October, 1956, the

District Director of Internal Revenue at Sacra-

mento, California, proposed deficiencies in income

tax of the plaintiffs for the years involved here as

follows

:

Year 1952 $ 1,966.26

Year 1953 19,700.28

Year 1954 886.48

Total $22,553.02

V.

On November 20, 1956, plaintiffs paid to the Dis-

trict Director of Internal Revenue at vSan Fran-

cisco, California, the deficiencies in federal income

tax proposed for the years 1952 to 1954, inclusive,

as hereinabove set forth, together with statutory

interest thereon to the date of payment.

VI.

On January 28, 1957, plaintiffs, in accordance

with the provisions of Section 7422 (a) of the In-

ternal Revenue Code of 1954 filed Claims for Re-

fund of the amounts paid to the District Director of

Internal Revenue at San Francisco, referred to in

the immediately preceding paragraph of this Com-

plaint, to which said Claim for Refund was at-
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tached a statement setting forth the l)asis uj^on

which the plaintiffs contend the same is due them.

Copies of Claims for Refund aforesaid are attached

to this Complaint as Exhibit A.

VII.

Under date of June 9, 1958, the District Director

of Internal Revenue at San Francisco, California,

addressed to the taxpayers by Registered Mail, in

accordance with the provisions of Section 6532 (a)

(1) of the Internal Revenue Code, his Notice of

Disallowance in full of the Claims for Refund here-

inabove referred to. Copies of said Notices of Dis-

allowance are attached hereto as Exhibits B-1, B-2

and B-3.

VIII.

That for the reasons set forth iii statements at-

tached to said Claims for Refund, attached hereto

as Exhibit A, said taxes w^ere illegally and errone-

ously collected from the Plaintiffs and ought, ac-

cordingly, to be refunded to them by the Defendant,

together with interest thereon as provided by law.

IX.

That by reason of the aforesaid there is now due

and owing to the Plaintiffs herein the sum of $22,-

553.02, plus interest thereon from the date of pay-

ment alleged in Paragraph V of this Complaint, as

provided by law.

Wherefore, Plaintiffs pray judgment in their

favor in the sum of $22,553.02, together with in-
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terest thereon as provided by law, for their costs

of suit, and for such other and further relief as

this Court may deem proper in the circumstances.

HOWARD & PRIM,

By /s/ HENRY W. HOWARD,
Attorneys for Plaintiff.

EXHIBIT A

U. S. Treasury Department

Internal Revenue Service

CLAIM
To Be Filed With the District Director Where

Assessment Was Made or Tax Paid

The District Director will indicate in the block

below the kind of claim filed, and fill in, where

required.

[x] Refund of Taxes Illegally, Erroneously, or Ex-

cessively Collected.

Name of taxpayer or purchaser of stamps : Fran-

cis L. Rooney and Irene Rooney, his wife.

Number and street: c/o Henry W. Howard, At-

torney at Law, 111 Sutter St., San Francisco 4,

Calif.

1. District in which return (if any) was filed:

Sacramento, California.
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2. Name and address shown on return, if dif-

ferent from above: 633-46tli Street, Sacramento,

California.

3. Period From January 1, 1952, to December

31, 1952.

4. Kind of tax: Income Tax.

5. Amount of assessment: $1,966.26.

Date of payment: March 15, 1953.

6. Date stamps were purchased from the Govern-

ment:

7. Amoimt to be refunded: $1,966.26.

8. Amount to be abated (not applicable to in-

come, estate, or gift taxes) :

9. The claimant believes that this claim should

be allowed for the following reasons : See statement

attached.

I declare under the penalties of perjury that this

claim (including any accompanying schedules and

statements) has been examined by me and to the

best of my knowledge and belief is true and correct.

Signed

Dated ,19

Instructions

1. The claim must set forth in detail each

ground upon which it is made and facts sufficient

to apprise the Commissioner of the exact basis

thereof.
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2. If a joint income tax return was filed for the

year for which this claim is filed, both husband and

wife must sign this claim even though only one had

income.

3. Whenever it is necessary to have the claim

executed by an agent on behalf of the taxpayer,

an authenticated copy of the document specifically

authorizing such agent to sign the claim on behalf

of the taxpayer shall accompany the claim.

4. If a return is filed by an individual and a

refund claim is thereafter filed by a legal repre-

sentative of the deceased, certified copies of the

letters testamentary, letters of administration, or

other similar evidence must be annexed to the claim,

to show the authority of the executor, administrator,

or other fiduciary by whom the claim is filed. If

an executor, administrator, guardian, trustee, re-

ceiver, or other fiduciary files a return and there-

after refund claim is filed by the same fiduciary,

documentary evidence to establish the legal au-

thority of the fiduciary need not accompany the

claim, provided a statement is made on the claim

showing that the return was filed by the fiduciary

and that the latter is still acting.

5. Where the taxpayer is a corporation, the

claim will be signed with the corporate name, fol-

lowed by the signature and title of the officer having

authority to sign for the corporation.
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U. S. Treasury Department

Internal Revenue Service

CLAIM
To Be Piled With the District Director Where

Assessment Was Made or Tax Paid

The District Director will indicate in the block

below the kind of claim filed, and fill in, where

required.

[x] Refund of Taxes Illegally, Erroneously, or Ex-

cessively Collected.

Name of taxpayer or purchaser of stamps : Fran-

cis L. Rooney and Irene Rooney, his wife.

Number and street: c/o Henry W. Howard, At-

torney at Law, 111 Sutter St., San Francisco 4,

Calif.

1. District in which return (if any) was filed:

Sacramento, California.

2. Name and address shown on return, if dif-

ferent from above: 633-46th Street, Sacramento,

California.

3. Period From January 1, 1953, to December

31, 1953.

4. Kind of tax: Income Tax.

5. Amount of assessment : $19,700.28.

Date of payment: March 15, 1954.

6. Date stamps were purchased from the Govern-

ment:
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7. Amount to be refunded: $19,700.28.

8. Amount to be abated (not applicable to in-

come, estate, or gift taxes:

9. The claimant believes that this claim should

be allowed for the following reasons: See State-

ment Attached.

I declare under the penalties of perjury that this

claim (including any accompanying schedules and

statements) has been examined by me and to the

best of my knowledge and belief is true and cor-

rect.

Signed

Dated , 19....

Instructions

1. The claim must set forth in detail each groirud

upon which it is made and facts sufficient to ap-

prise the Commissioner of the exact basis thereof.

2. If a joint income tax return was filed for the

year for which this claim is filed, both husband

and wife must sign this claim even though only

one had income.

3. Whenever it is necessary to have the claim

executed by an agent on behalf of the taxpayer, an

authenticated copy of the document specifically

authorizing such agent to sign the claim on behalf

of the taxpayer shall accompany the claim.

4. If a return is filed by an individual and a

refund claim is thereafter filed by a legal repre-
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sentative of the deceased, certified copies of the

letters testamentary, letters of administration, or

other similar evidence must be annexed to the

claim, to show the authority of the executor, ad-

ministrator, or other fiduciary by whom the claim

is filed. If an executor, administrator, guardian,

trustee, receiver, or other fiduciary files a return

and thereafter refund claim is filed by the same

fiduciary, documentary evidence to establish the

legal authority of the fiduciary need not accom-

pany the claim, provided a statement is made on

the claim showing that the return was filed by the

fiduciary and that the latter is still axjting.

5. Where the taxpayer is a corporation, the

claim will be signed with the corporate name, fol-

lowed by the signature and title of the officer hav-

ing authority to sign for the corporation.

U. S. Treasury Department

Internal Revenue Service

CLAIM
To Be Filed With the District Director Where

Assessment Was Made or Tax Paid

The District Director will indicate in the block

below the kind of claim filed, and fill in, where

required.

13 Refund of Taxes Illegally, Erroneously, or Ex-

cessively Collected.



Name of taxpayer or purchaser of stamps : Fran-

cis L. Rooney and Irene Rooney, his wife.

Number and street: c/o Henry W. Howard, At-

torney at Law, 111 Sutter St., San Francisco 4,

Calif.

1. District in which return (if any) was filed:

Sacramento, California.

2. Name and address shown on return, if dif-

ferent from above: 633-46th Street, Sacramento,

California.

3. Period—From January 1, 1954, to Decem-

ber 31, 1954.

4. Kind of tax: Income Tax.

5. Amount of assessment: $886.48.

Dates of payment: March 15, 1955.

6. Date stamps were purchased from the Govern-

ment:

7. Amount to be refunded: $886.48.

8. Amount to be abated (not applicable to in-

come, estate, or gift taxes) :

9. The claimant believes that this claim should

be allowed for the following reasons: See State-

ment Attached.

I declare under the penalties of perjury that this

claim (including any accompanying schedules and

statements) has been examined by me and to the
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best of my knowledge and belief is true and cor-

rect.

Signed

Dated , 19....

Instructions

1. The claim must set forth in detail each ground

upon which it is made and facts sufficient to ap-

prise the Commissioner of the exact basis thereof.

2. If a joint income tax return was filed for the

year for which this claim is filed, both husband

and wife must sign this claim even though only

one had income.

3. Whenever it is necessary to have the claim

executed by an agent on behalf of the taxpayer, an

authenticated copy of the document specifically

authorizing such agent to sign the claim on behalf

of the taxpayer shall accompany the claim.

4. If a return is filed by an individual and a

refund claim is thereafter filed by a legal repre-

sentative of the deceased, certified copies of the

letters testamentary, letters of administration, or

other similar evidence must be annexed to the

claim, to show the authority of the executor, ad-

ministrator, or other fiduciary by whom the claim

is filed. If an executor, administrator, guardian,

trustee, receiver, or other fiduciary files a return

and thereafter refund claim is filed bv the same
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fiduciary, documentary evidence to establish the

legal authority of the fiduciary need not accom-

pany the claim, provided a statement is made on

the claim showing that the return was filed by the

fiduciary and that the latter is still acting.

5. Where the taxpayer is a corporation, the

claim will be signed with the corporate name, fol-

lowed by the signature and title of the officer hav-

ing authority to sign for the corporation.

Statement Made in Claims for Refund

The taxpayers sustainded a net operating loss

from farming operations for the short fiscal period

January 1, 1954, to July 31, 1954. In accordance

with Section 122 of the Internal Revenue Code of

1939, taxpayers carried back said operating loss to

the years 1952 and 1953, and claimed a refund on

payments made upon Declarations of Estimated

Tax for the year 1954. On audit of the tentative

carryback adjustment claims filed with respect to

said years, the Commissioner reallocated the oper-

ating loss in question in substantial part to a suc-

cessor corporation known as F,. L. Rooney, Inc.,

upon the alleged authority of Section 45 of the

Internal Revenue Code of 1939. The deficiencies in

income tax resulting from said reallocation of ex-

pense, together with statutory interest, were paid

by the taxpayers to the District Director of Internal

Revenue at Sacramento, California, on November

28, 1956. Said amounts, exclusive of interest, are

as follows:
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Year Deficiency in Tax

1952 $ 1,966.26

1953 19,700.28

1954 886.48

Total $22,553.02

The taxpayers contend that Section 45 of the

Internal Revenue Code of 1939 has no application

to the facts of this case, and that accordingly the

Commissioner of Internal Revenue was without

authority to reallocate income and expense between

the taxpayers and F. L. Rooney, Inc., for the fiscal

periods in question.

EXHIBIT B-1

U. S. Treasury Department

Internal Revenue Service

District Director

San Francisco 2, Calif.

June 9, 1958.

In reply refer to : Code 1110—FL.-227.

Francis L. & Irene Rooney,

c/o Henry W. Howard, Attorney at Law,

111 Sutter St.,

San Francisco, Calif.

Amount Claimed : $886.48

Period: 1954
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In accordance with the provisions of Section

6532(a) (1) of the Internal Revenue Code, this

notice of disallowance in full of your claim or

claims is hereby given by registered mail.

By Direction of the Commissioner.

Very truly yours,

/s/ JOSEPH M. CULLEN,
District Director.

FL-227

EXHIBIT B-2

U. S. Treasury Department

Internal Revenue Service

District Director

San Francisco 2, Calif.

June 9, 1958.

In reply refer to : Code 1110—FL-227.

Francis L. Rooney & Irene Rooney,

c/o Henry W. Howard, Attorney at Law,

111 Sutter St.,

San Francisco 4, Calif.

Amount Claimed : $19,700.28

Period: 1953

In accordance with the provisions of Section

6532(a) (1) of the Internal Revenue Code, this

notice of disallowance in full of your claim or

claims is hereby given by registered mail.
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By Direction of the Commissioner.

Very truly yours,

FL-227

/s/ JOSEPH M. CULLEN
District Director.

EXHIBIT B-3

U. S. Treasury Department

Internal Revenue Service

District Director

San Francisco 2, Calif.

June 9, 1958.

In reply refer to: Code 1110—FL-227.

Francis L. & Irene Rooney,

633 46tli St.,

Sacramento, Calif.

Amount Claimed : $1966.26

Period: 1952

In accordance with the provisions of Section

6532(a) (1) of the Internal Revenue Code, this

notice of disallowance in full of your claim or

claims is hereby given by registered mail.

By Direction of the Commissioner.

Very truly yours,

/s/ JOSEPH M. CULLEN,
District Director.

FL-227

[Endorsed] : Filed October 17, 1958.
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[Title of District Court and Cause.]

ANSWER

Comes Now the defendant, the United States of

America, by and through its attorney, Robert H.

Schnacke, United States Attorney in and for the

Northern District of California, and for answer to

plaintiffs' complaint admits, denies, and alleges as

follows

:

I.

Admits the allegations contained in Paragraph I

of the complaint.

II.

Admits the allegations contained in Paragraph II

of the complaint.

III.

Admits the allegations contained in Paragraph

III of the complaint.

IV.

Admits the allegations contained in Paragraph

IV of the complaint and alleges that plaintife were

assessed the taxes therein on January 15, 1957.

V.

Admits the allegations contained in Paragraph V
of the complaint except alleges that plaintiffs' pay-

ment to the District Director was made on Novem-

ber 30, 1956.

VI.

Admits the allegations in the first sentence of

Paragraph VI of the complaint; admits that what
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purport to be plaintiffs' claims for refund are at-

tached to the complaint, but denies that plaintiffs

have a right to recover mider any of the reasons in

said claims for refund, and denies any and all sub-

stantive statements contained in said claims for re-

fund unless specifically admitted herein.

VII.

Admits the allegations in Paragraph VII of the

complaint.

VIII.

Denies the allegations contained in Paragraph

VIII of the complaint.

IX.

Denies the allegations contained in Paragi-aph IX
of the complaint.

Wherefore defendant demands dismissal of plain-

tiffs' complaint, judgment in its favor, the costs of

this action, and any other relief this Court may
deem just and proper.

ROBERT H. SCHNACKE,
United States Attorney;

By /s/ LYNN J. GILLARD,

Assistant U. S. Attorney.

Affidavit of service by mail attached.

[Endorsed]: Filed January 5, 1959.
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[Title of District Court and Cause.]

CORRECTED MEMORANDUM
AND ORDER

Plaintiffs have brought this action to recover

money paid to defendant as the result of a Federal

income tax assessment, which plaintiffs contend was

erroneously levied against them. Jurisdiction is

founded upon Title 26 U.S.C. § 7422, I.R.C. (1954)

§ 7422, and Title 28 U.S.C. § 1346. The case has

been tried by the Court, sitting without a jury. The

relevant facts are simple and are not in substantial

dispute.

Plaintiffs are hop farmers. They raised crops and

sold them at a profit in 1952 and 1953. They raised

a good crop in 1954. They transferred this latter

crop, together with the other assets of their farm,

to F. L. Rooney, Inc., as of July 31, 1954, in ex-

change for all the stock of that corporation. Plain-

tiffs reported the expenses of raising the crop, up

until July 31, 1954, on their return as individuals.

They did not report the stock of the wholly owned

corporation as being of any value. They thus claimed

a loss for 1954, and carried it back to 1952 and 1953,

in their returns as individuals. They reported the

gross profit from sale of the crop as income to the

corporation, without reporting any of the expenses

of raising the crop prior to July 31, 1954. The Dis-

trict Director of Internal Revenue, in order to re-

flect clearly the income of plaintiffs and the corpo-
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ration, reallocated the expenses of growing the crop

to the corporation (I.R.C. (1939) § 45).

The transfer as of July 31, 1954, was not an

incident requiring or justifying the realization of

gain, or loss, for Federal income tax purposes under

the provisions of the law in force at that time

(I.R.C. (1939) § 112(b)(5)). It is plaintiffs' con-

tention that their return was justified by this fact,

and that the Director had no authority to invoke § 45

of the 1939 Internal Revenue Code in such a way

as to nullify § 112 of that Code.

In order to handle the transfer of property in

question in such a way as to recognize neither gain

nor loss from the transfer, as required by § 112,

supra, plaintiffs should have transferred the prop-

erty at a cost valuation. The method which plain-

tiffs actually chose recognized a loss; and, more-

over, it recognized a loss that did not, in reality,

exist. The action of the Director under § 45, there-

fore, effectuated the purpose of § 112, rather than

nullifying this latter section. To have been tech-

nically correct, plaintiffs should have reported the

costs of growing the crop as their expenses, and

reported the gross income from the sale of the crop

by setting the value of the stock of the corporation

equal to the cost basis of the assets transferred in

exchange for the stock. If plaintiffs had followed

this procedure, the tax result would have been the

same as that obtained by reason of the action which

was taken by the District Director. Plaintiffs would

have reported neither a net gain, nor a net loss,
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from their growing and disposition of the crop. The

corporation could have offset the cost of growing

the crop against the profit derived from its sale.

The Director's action did not nullify or tend to

nullify § 112, supra. Actually it achieved a match-

ing of income and expenses incurred to earn that

income. It, therefore, was well calculated to achieve

the purpose of § 45, supra, to reflect clearly the in-

come of plaintiffs (See: United States vs. Lynch,

192 F. 2d 718). The action of the Director was not

in excess of his authority.

This case is closely parallel to Central Cuba

Sugar Co. vs. Commissioner, 198 P. 2d 214, in which

the taxpayer transferred all its assets to a successor

corporation after the expenses of raising a sugar

crop had been incurred, and just before the crop

was to be harvested. The Commissioner was held

to have the power (and to have exercised it prop-

erly) to allocate the expenses to the successor cor-

poration, although there was no tax avoidance

motive for the transfer, and the timing was purely

fortuitous. Because the taxpayer and successor cor-

poration were controlled by the same interests, the

crop had been transferred at a zero valuation. In an

arms length transaction, the crop would have been

treated as having some value, to offset the expense

of raising it. The situation was held to be one in

which the only proper course was allocation under

the terms of § 45, supra.

The instant case, like Central Cuba Sugar Co. vs.

Commissioner, supra, is clearly distinguishable from
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Simon J. Murphy Co. vs. Commissioner, 231 F. 2d

639. In this latter case, one corporation transferred

its assets to its sole shareholder on January 11, 1950.

It had accrued taxes as operating expenses on Janu-

ary 1st of that year, as was proper under then ex-

isting law (Magruder vs. Supplee, 316 U.S. 394).

This expense was offset by but eleven days of in-

come. Reallocation was declared to be not permis-

sible, as the tax result under Magruder vs. Supplee,

supra, would have been no different in an arms

length transaction between independent corpora-

tions. The case of Central Cuba Sugar Co. vs. Com-

missioner, supra, was properly distinguished upon

the ground that there the tax result of an arms

length transaction would have been different. In the

instant case, as in Central Cuba Sugar Co. vs. Com-

missioner, supra, the tax result brought about by an

arms length transaction would obviously have been

different from, and incompatible with, the tax result

urged by plaintiffs. Mr. Rooney frankly testified to

what was obvious, namely, that he would never have

transferred the crop at a zero valuation to an in-

dependent firm or individual.

The case of Diamond A. Cattle Co. vs. Commis-

sioner, 233 F. 2d 739, is not in point either, for it

did not involve allocation of expenses under § 45,

supra. Moreover, the taxpayer valued the cattle in

that case by an accrual method. A fixed sum was

accrued each year ''as a cost of raising each critter.'^

As the taxpayer accrued the costs of raising the

cattle, "and in so accounting accrued and reported
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large amounts of income not received, representing

to some extent at least, the increase and growth of

the animals in its herds prior to the sale of those

particular animals, '

' his situation was entirely differ-

ent from that of the plaintiffs' in the instant case.

It Is, Therefore, Ordered that plaintiffs take

nothing by this action, and that judgment in this

case be, and it is, hereby entered in favor of de-

fendant
;

And It Is Further Ordered that defendant pre-

pare findings of fact and conclusions of law, a form

of judgment, and all other documents necessary for

the complete disposition of this case in accordance

with the provisions of this memorandum and order,

and lodge such documents with the Clerk of this

Court pursuant to the applicable rules and statutes.

Dated and Filed as of October 4, 1960.

/s/ SHERRILL HALBERT,
United States District Judge.

[Endorsed]: Filed October 4, 1960, Nunc Pro

Tunc.

[Title of District Court and Cause.]

FINDINGS OF FACT AND
CONCLUSIONS OF LAW

This cause came on regularly for trial on April

13, 1960, before the Court sitting without a jury,

the Honorable Sherrill Halbert, United States Dis-
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trict Judge, presiding. The plaintiff appeared by his

attorneys Howard and Prim of 111 Sutter Street,

San Francisco, California, and the defendant ap-

peared by its attorneys Laurence E. Dayton, United

States Attorney for the Northern District of Cali-

fornia, and Thomas E. Small, Jr., Assistant United

States Attorney for said District.

Oral and documentary evidence was introduced by

and on behalf of both parties and briefs were filed

and the Court, being fully advised, made its Memo-

randum and Order on October 4, 1960, ordering

judgment for the defendant and ordering the de-

fendant to prepare the following:

Findings of Fact

(1) Plaintiffs are husband and wife and citizens

of the United States residing in the County of

Sacramento, State of California, and are on the ac-

crual basis of accounting for federal income tax

purposes.

(2) Defendant admitted plaintiffs' allegation

that $22,553.02 was paid to the District Director of

Internal Revenue for deficiencies in federal income

tax proposed for the years 1952, 1953 and 1954, to-

gether with statutory interest thereon to the date of

payment. However plaintiffs did not offer evidence

as to the amount of interest paid.

(3) At trial plaintiffs did not establish the

amount of income, deductions or taxes paid for the

taxable years in question for themselves individually
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or their corporation. No individual or corporate in-

come tax returns were offered in evidence for any

years from which a recomputation of tax could be

made. However, no recomputation of tax is called

for because plaintiffs have not shown that the Dis-

trict Director acted arbitrarily, capriciously, or er-

roneously, moreover plaintiffs have not shown that

they overpaid their federal income tax for the years

in question.

(4) On January 28, 1957, plaintiffs filed a claim

for refund for the taxable years 1952, 1953 and 1954,

based on the following allegations

:

The taxpayers sustained a net operating loss from

farming operations for the short fiscal period Janu-

ary 1, 1954, to July 31, 1954. In accordance with

Section 122 of the Internal Revenue Code of 1939,

taxpayers carried back said operating loss to the

years 1952 and 1953, and claimed a refund on pay-

ments made upon Declarations of Estimated Tax for

the year 1954. On audit of the tentative carryback

adjustment claims filed with respect to said years,

the Commissioner reallocated the operating loss in

question in substantial part to a successor corpora-

tion known as F. L. Rooney, Inc., upon the alleged

authority of Section 45 of the Internal Revenue

Code of 1939. The deficiencies in income tax result-

ing from said reallocation of expense, together with

statutory interest, were paid by the taxpayers to

the District Director of Internal Revenue at Sacra-

mento, California, on November 28, 1956. Said

amounts, exclusive of interest, are as follows:
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Year Deficiency in Tax

1952 $ 1,966.26

1953 19,700.28

1954 886.48

Total $22,553.02

The taxpayers contend that Section 45 of the

Internal Revenue Code of 1939 has no application

to the facts of this case, and that accordingly the

Commissioner of Internal Revenue was without au-

thority to reallocate income and expense between

the taxpayers and P. L. Rooney, Inc., for the fiscal

periods in question.

(5) Each of the plaintiffs' claims for refund was

denied in full by the District Director of Internal

Revenue by registered mail on June 9, 1958. This is

a suit for the refund of the income taxes alleged

to have been illegally and erroneously collected from

the plaintiffs for the txable years 1952, 1953 and

1954.

(6) Plaintiffs are hop farmers. They raised

crops and sold them at a profit in 1952 and 1953.

They raised a profitable crop in 1954.

(7) Plaintiffs transferred their 1954 crop, to-

gether with other farm assets, to their wholly-

owned corporation known as P. L. Rooney, Inc.,

as of July 31, 1954, in exchange for all of the stock

of that corporation. The corporation did not pay

plaintiffs anything other than its stock, for the
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valuable 1954 crop and other farm assets transferred

to it.

(8) Plaintiffs deducted all of the expenses of

raising the 1954 crop, up until July 31, 1954, on

their individual tax return without including any

income from the crop or other farm assets trans-

ferred to their corporation. Plaintiffs had their

wholly-owned corporation report all of the income

from the sale of the 1954 crop without deducting

any of the expenses of raising the crop prior to

July 31, 1954. The 1954 crop was harvested between

mid-August and the first of September, 1954.

(9) As a result of deducting the expenses of the

1954 crop on their individual return and not includ-

ing any income from the sale of this crop on their

individual return, plaintiffs claimed a substantial

net operating loss and carried it back to the years

1952 and 1953. It is this claimed loss from the

profitable 1954 crop which gives rise to plaintiffs'

claim for refund and this suit.

(10) The District Director of Internal Revenue,

in order to reflect clearly the income of plaintiffs

and their corporation, reallocated the income and

expenses of the crop between the plaintiffs and their

corporation. Plaintiffs did not establish just what

the reallocation was that they are attacking but it

is apparent that it was an equating of income and

expenses which would have been reported if plain-

tiffs had dealt with their wholly-owned corporation

as they would have with a stranger corporation

which they did not control.
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(11) Plaintiff admitted, and it is a fact, that he

would not have transferred the valuable crop and

other assets to F. L. Rooney, Inc., without any con-

sideration if he did not control the corporation to

which they were transferred.

(12) In order to clearly reflect the income of

plaintiffs and their wholly-owned corporation, it

was necessary for the District Director of Internal

Revenue to allocate gross income and deductions

between plaintiffs individually and their wholly-

owned corporation.

(13) The operation of plaintiffs' farm as a sole

proprietorship and the subsequent operation of the

farm by their wholly-owned corporation constituted

two or more organizations, trades or businesses

owned or controlled directly or indirectly by the

same interests.

Conclusions of Law

1. The Court has jurisdiction of the parties and

this action pursuant to 26 U.S.C, 1346(a).

2. Plaintiffs' transfer of their 1954 crop and

farm assets to F. L. Rooney, Inc., qualified as a

transfer under § 351 of the Internal Revenue Code

of 1954.

3. The District Director of Internal Revenue's

action in allocating income and deductions between

plaintiffs and their wholly-owned corporation was a

proper and reasonable exercise of the discretion

granted under Section 482 of the Internal Revenue



30 Francis L. Booney, et %x., vs.

Code of 1954 in order to reflect clearly the income

of plaintiffs and their corporation.

4. When Section 482 is applicable it necessarily

overrides Section 351 of the Internal Revenue Code

of 1954.

5. Plaintiffs failed to sustain their burden of

proof.

6. Plaintiffs' claims for refund were properly

denied by the District Director of Internal Revenue

and plaintiffs should take nothing by this action.

7. Plaintiffs' complaint should be dismissed with

prejudice and the defendant awarded allowable

costs.

8. Judgment should be entered for defendant.

Dated: November 14, 1960.

/s/ SHERRILL HALBERT,
United States District Judge.

Certificate of mailing attached.

Lodged November 7, 1960.

i [Endorsed] : Filed November 14, 1960.



United States of America 31

In the United States District Court for the Northern

District of California, Northern Division

Civil No. 7819

FRANCIS L. ROONEY and IRENE ROONEY,"
His Wife,

Plaintiffs,

vs.

UNITED STATES OF AMERICA,

Defendant.

JUDGMENT

By reason of the law, the pleadings, and the

Findings of Fact and Conclusions of Law hereto-

fore filed in this cause.

It Is Hereby Ordered, Adjudged and Decreed

that plaintiff take nothing by his complaint, and

that the complaint and this action be dismissed with

prejudice and judgment be entered for defendant,

and

It Is Further Ordered, Adjudged and Decreed

that the defendant have and recover from the plain-

tiff its allowable costs of suit in the amount of

$ to be taxed by the Clerk of this

Court and paid forthwith by the plaintiffs.

Dated: November 14, 1960.

/s/ SHERRILL HALBERT,
United States District Judge.

Lodged November 7, 1960.

[Endorsed]: Filed November 14, 1960.
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[Title of District Court and Cause.]

NOTICE OF APPEAL
Notice is hereby given that Francis L. Rooney

and Irene Rooney, his wife, plaintiffs above named,

hereby appeal to the United States Court of Ap-

peals for the Ninth Circuit from the final judg-

ment entered in this action on November 14, 1960.

Dated : January 4, 1961.

/s/ HENRY W. HOWARD,
Attorney for Appellants, Francis L. Rooney and

Irene Rooney.

[Endorsed] : Filed January 6, 1961.

In the District Court of the United States for the

Northern District of California, Northern

Division
No. 7819

FRANCIS L. ROONEY and IRENE ROONEY,
His Wife,

Plaintiffs,

vs.

UNITED STATES OF AMERICA,
Defendant.

Hon. Sherrill Halbert, Judge.

REPORTER'S TRANSCRIPT
Wednesday, April 13, 1960.

Appearances

:

For the Plaintiffs:

N. RICHARD SMITH, ESQ.,

HOWARD & PRIM.
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For the Defendant:

THOMAS E. SMAIL, JR., ESQ.,

Assistant U. S. Attorney.

April 13, 1960—10:00 o 'Clock A.M.

The Clerk: Case No. 7819, Rooney vs. U. S.,

Trial by the Court.

Will counsel please state their appearances for

the record?

Mr. Smith: N. Richard Smith, appearing for

the Plaintiff.

Mr. Small: Tom Small appearing for the De-

fendant.

Your Honor, I would like to introduce Mr. Smith

to you from San Francisco, who is a partner

—

I guess he is not a partner, but of the firm of the

office of Henry Howard, also an attorney from

San Francisco.

Mr. Smith: Mr. Howard, your Honor, is Coun-

sel for the Plaintiff in this matter, and because he

is going to be a witness I will conduct the examina-

tion.

The Court : Very well. Gentlemen, I have looked

over the memos that have been filed in this matter

here, and I do not conceive that there is very much

dispute about the facts in this case, is there?

Mr. Smith: I think perhaps with one or two

minor corrections that is correct, your Honor.

The Plaintiff takes the position, your Honor, in

this case, that the motives of the taxpayer which

gave rise to the transaction of the moneys which
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were to be allocated and so forth are of some im-

portance in [2*]

The Court: Even so, all you can do is to testify

as to what those intents were. You haven't got

any machine that will register red when your intents

are right and black when they are wrong.

Mr. Smith: That is correct. I don't know if

your Honor

The Court: Well, I have read over the state-

ments that you made in here and I don't imder-

stand that there is any contest; that you are going

to contend that certain things were done in good

faith, and there is a presumption of law that people

act in good faith, but there is also a burden of

proof, on your side of the case.

Mr. Smith: Yes, your Honor. The plaintiff is

certainly willing to stipulate that the facts are as

outlined in the memorandums, if such stipulation

would be acceptable to the United States Attorney.

The Court: What I would suggest in that re-

gard is, would you be willing to stipulate that the

testimony that you would offer would develop that,

as distinguished—I don't know that the Govern-

ment would be willing to stipulate that those were

in truth the facts. They would simply be willing to

stipulate that if you called witnesses they would

testify in that manner.

Mr. Smith : That is correct, your Honor.

Plaintiff intends to call three witnesses: The

Plaintiff, Mr. Rooney; his accountant, Mr. Watts,

and his Counsel, Mr. Howard. [3]

*Page numbering appearing at top of page of original Reporter's
Transcript of Record.
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The Court: Well, any way you want to do it is

all right with me. I was just suggesting it be han-

dled in the most expeditious mamier, because as I

see it, this is mostly a question of law in this case.

Mr. Smail: I believe that is so. I don't know

whether I should so stipulate or not. I am consider-

ing it seriously. First of all we take the position

that the taxpayer's motives don't make very much
difference. If he is a wonderful person or a terrible

person, as to what the Commissioner did, that

doesn't affect it too much.

The Court: I understand that is your position.

Mr. Smail: And secondly, I believe that the

taxpayer admits that they were thinking of saving

some taxes here. There is nothing wrong with that.

The G-overnment doesn't say that people can't use

a little good common sense to avoid some taxes.

The Court: The Supreme Court has held in so

many words that every citizen has the right not to

evade taxes, but to avoid taxes.

Mr. Smail: The Government cannot take the

position that you can't use the full letter of the

law and its spirit to avoid all the taxes you can.

It certainly would throw a lot of people out of

business if that were the case. All of us this week

are faced with filing our own taxes and we know

we [4] do the best we can to pay as little as we

have to. We are not taking the position certainly

that there is anything improper in that.

I do have one apology, I believe, to the Court.

In my opening memorandimi, if I might state, I

think there may be a jurisdictional question here
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that I have not adequately set forth. It may be that

the scope of the trial before your Honor is more

narrow than I realized when I wrote this memoran-

dum, and it may be at this time I should take and

talk on that, with your Honor's permission and

Counsel's permission.

The Court: Do you mean talking in terms of

jurisdiction?

Mr. Smail: Yes, your Honor.

The Court: Well, we better resolve that right

now, because that is fundamental with this Court.

Mr. Smail: I think it will only take me a mo-

ment to do it.

The Court: Very well.

Mr. Smail: These tax refund suits, of course,

the key and the fundamental imderlying thing is

the claim for refund. That is the thing we found

the action on. The claim for refund of taxes as-

serted to be erroneously collected is with the Com-

missioner, and if he denies it then this Court has

jurisdiction or if six months passes, and he doesn't

do anything about it this Court has jurisdiction to

re-examine that determination and determine

whether the Commissioner was right or wrong.

But the claim for refund is the only basis that

the [5] Commissioner had to act upon, and in turn

the only basis that the Court has to examine the

Commissioner's action to see if he acted right or

wrong.

If I might digress briefly, I think this is a very

well drafted complaint by the taxpayer. So often

they are full of a lot of irrelevant matter, and this



United States of America 37

is a very clean one. The pleadings, paragraph 6

of the Complaint, indicate that the claim was filed

and it sets for the basis upon which the Plaintiff

contends in this action, and attaches it, and then

paragraph 8 of the Complaint, the taxpayer said that

for reasons set forth in the statement attached to

the claim, which is attached, the basis for contend-

ing that the determination by the Commissioner

was erroneous.

Of course, that is a proper and only basis for

filing a Complaint.

Our answer merely, in paragraph 6—we admit

practically everything, and in paragraph 6 we deny

that they had a right to recover for the reasons set

forth in the claim, and paragraph 8 we deny it is

erroneous.

So clearly the question before the Court then is,

was the Commissioner right or wrong in disallow-

ing the claim for refund for the reasons set forth

in the claim, both by pleadings and by the law

generally.

If we look at the statement attached to the claim

it is more now than the issue as the Government

framed it in its [6] pretrial memorandum. That

statement is confined to the question of whether

the Commissioner had authority at all to reallo-

cate. The last paragraph, I believe, is the critical

one. I have been talking pretty fast about these

documents, your Honor.

The Court

Mr. Small

The Court

I have it here.

You have that claim before you?

Yes.
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Mr. Small: Thank you.

In the last paragraph there the taxpayer—it

says,
'

' The taxpayers contend that Section 45 of the

Internal Revenue Code has no application to the

facts of this case, and that accordingly the Com-

missioner of Internal Revenue was without author-

ity to reallocate income and expense between the

corporation and the individual."

That is quite a different question, I believe, than

considering, as I set forth in my memorandum,

assuming it was an attack on the discretion of the

Commissioner to decide whether he had any author-

ity to do this at all.

It is comparable, I suppose, to whether if this

case should go up on appeal and your Honor should

hold the Commissioner is right, that the taxpayer

should contend on appeal first that the Court might

have been wrong in making its legal conclusions

or findings of fact, and secondly- that they just

didn't have any authority to consider the action

at all. [7]

As I read this claim for refund it is the position

taken by the taxpayer that the Commissioner was,

and I quote here, without authority to reallocate.

I came upon this fairly late last night, and in

reviewing the file and reviewing their brief I no-

ticed that there are contentions in the brief, such

as would indicate that the Commissioner didn't

have authority to perform the acts he did, either

because Mr. Rooney was an individual or—there is

one other basic reason pointing out where they con-

tend that there was no authority to act.
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Consequently it is my interpretation of this case

as it is before this Court both on the pleadings

and on the necessarily jurisdictional requirements

to review the Commissioner's action, his discretion

in allocating this income is not before the Court,

but only the question of whether he had authority

at all to act under the Section.

I do now recall their other position. Their posi-

tion was that one of the provisions of the Internal

Revenue Code, a very old one, now Section 351 of

the '54 code, which used to be one twelve three five

of the '39 code, says that an individual or any other

entity can transfer assets to a corporation and if

immediately thereafter they are in control of that

corporation that there is no tax recognized on that

transfer.

Now there is no question, that is a basic provision

of the [8] Code. You can transfer anything you

want to of your own corporation and you are not

going to be taxed on the gain. And they take the

position in their brief that this section under which

the Commissioner acted is just simply inconsistent

with that. We are trying to reallocate the income

between the individual and the corporation, and as

I understand the position, section 651 says there is

no tax recognized, well, this just simply goes out

the window, the Commissioner is trying to do some-

thing he can't do.

As I understand it, maybe that was their posi-

tion earlier and they would like to change it

—

maybe it is all my fault in framing the issue as to

whether the Commissioner acted arbitrarily and
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capriciously or unreasonably, in my own framing

of the issues heretofore, that rightl}^ or wrongly it

seems to me that the Court at this time does not

have jurisdiction to consider that question, but only

the question of whether the Commissioner had any

authority at all.

I have not attempted to make an opening state-

ment on the facts, but bring this question to your

Honor's attention at this time, and to opposing

counsel. If I have misled either the Court or oppos-

ing Counsel in framing the issue in the brief I

filed last week I am sorry for that, but in digging

right down into the pleadings to see what that issue

was, and the claim for refund, I believe it is both

necessary and proper for me to call it to the Court's

attention at this time. [9]

The Court: What do you say about that, Mr.

Smith?

Mr. Smith: I am imable to see any substantive

distinction between the question of whether or not

the Commissioner was without authority to employ

his weapon of Section 482, or whether he exercised

a Section that was improper if, in fact, he exer-

cised it in an improper fashion and it was not

properly applicable to the case, that is, to the facts

of this case, it seems to me he was without author-

ity to employ it. If I properly understand the dif-

ference which Mr. Small outlined, there is a mate-

rial difference between the two questions. The rea-

son whether or not the practical result achieved by

the application of Section 482 is one which is
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proper on the facts of this case, whether or not the

issue is framed in the language

The Court : Mr. Smith, let me pose this problem

to you: Do you say there is no distinction between

the authority of a man to arrest you and his right

to arrest you?

Mr. Smith: Well, I am thinking in terms of

the practical results or consequences of that arrest.

The Court: Well, that is what I am worried

about, is the practical results. The policeman that

comes down the street here certainly has the author-

ity to arrest me if I violate the law.

Mr. Smith : That is correct.

The Court: But he doesn't have the right to

arrest me [10] until such time as I do something

which by law I am not authorized to do.

Mr. Smith: That is correct, your Honor, assum-

ing he exercises his authority in a fashion that is

improper, that is, under circumstances where he

does not have the right, and I have a civil remedy

for being arrested as a consequence of this breach

of authority, which is the same thing from a prac-

tical standpoint that this taxpayer is doing, that is,

filing his application for refund on the basis that

the Commissioner was either without authority to

apply this section or that he applied it in a fashion

that was unreasonable, capricious or arbitrary.

The Court : Well, let 's put this thing on another

situation. We have got a question of search and

seizure, illegal search and seizure. Is it your posi-

tion that if a person makes an illegal search, that

is, a search made without authority, even though
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Mr. Smith: That is, made without right, your

Honor, even though with purported authority?

The Court: Well, I am trying to distinguish

between these two words, ''Right" and "Author-

ity." In other words, I am a police officer. I make

the search and seizure. If I had a search warrant

there wouldn't be any question about it, my search

would be perfectly legal.

Mr. Smith: Assuming the warrant was [11]

valid.

The Court: Yes, a valid search warrant. But I

have no search warrant, and I think because of cer-

tain other phases—for instance I am making this

search in connection with an arrest, and one of the

more recent situations is where you arrest a tenant,

as to whether or not you have the right to search

the landlord's house, and I think I have that right,

and I go ahead and search the house.

Is there a distinction between my authority to do

that and my right to do that?

Mr. Smith: Well, I would assume, your Honor,

that—frankly that is a facet in which I am not well

versed.

The Court: Well, I realize we are dealing in

semantics here.

Mr. Smith: My offhand reaction would be

The Court: We are really doing some work on

the high bars.

Mr. Smith: Yes, a double somersault, I would

say.

Authority is a standard which when applied

seems to be given purported ability to carry out
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the act in question. The ultimate determination of

the right to do that, I would say that the authority

is a prima facie standard, whereas the ultimate fact

or the ultimate decision rests upon the question of

right.

Now the Commissioner in this circumstance is

the investigative officer who conducts the search,

has exercised what appears to be authority. He has

met the standard, and he [12] alleges that what he

has done in this case was to more clearly reflect

income.

We are now faced in this Court, as I view it,

with the question of determining whether or not

the Commissioner had the right to exercise such

authority. And it seems to me this is what we were

talking about when we say he is without authority

or he has exercised it improperly.

The Court: Mr. Smail, what have you got to

say about it?

Mr. Smail: The words ''right" and ''authority"

I think I would be willing to give either one. I

think the arguments in their brief about this sec-

tion being necessarily inconsistent with some other

section which they proceeded under, and which the

Government admits they proceeded under, your

Honor, and it was proper to proceed, there was

nothing wrong with their use of Section 351 by it-

self, really does not quite strike home. The purport

of both of those arguments is that the Commis-

sioner is without right or authority. In other words,

he just can't come in here and do it at all. It is not
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that he used bad judgment or was capricious or

unreasonable in doing it.

That is inside the bounds of the right or author-

ity to do something. Whether you do it well, or

whether you do it poorly

The Court : Is not that like the officer who makes

the arrest of the tenant, and therefore honestly

believes that he has the right to search the entire

house of the landlord? [13]

Mr. Smail: I think it is. I think it is also simi-

lar to the somewhat offhanded analogy I made

when speaking to your Honor first, that if this very

matter should go up on appeal and a tack was taken

that this Court had no right or authority to con-

sider the matter, that is an entirely different ques-

tion from saying that the facts were clearly erro-

neous or the legal conclusion was wrong. To say

that somebody doesn't have any right or authority

to do something means they just can't do anything,

right or wrong. They just can't even make a stab

at it.

The Court: Well, it is just like saying that the

search was made by a citizen.

Mr. Smail: That is right.

The Court: It has no color of authority at all.

Mr. Smail: I believe that is a proper analogy,

particularly where we get into the position where

a police officer could make an arrest under suspi-

cion and a citizen could not. And if he came in and

it was said he had no authority and we put him on

the stand and establish that he was a police officer

and he had suspicion, then I think it would be
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their burden to go forward. That would really end

the case. He would have authority, and then we

would determine whether the search was proper.

The Court : Well, I think I have this problem in

mind here at the present time, but I think that this

case is of [14] sufficient brevity that there will be

no occasion to stop right now and say, "We are

going to decide this point." Why can't we get the

whole thing before me ? I take it that you raise that

issue now

Mr. Small: I do.

The Court: And will so contend throughout this

case.

Mr. Small: I do.

The Court: That this case is limited by these

words, "Was without authority to reallocate the

income and expenses between the taxpayer," and

so forth.

Mr. Small: Right, sir, and I make it on two

grounds, both the pleadings and the basic law in

this area as to how we should view this, what was

presented to the Commissioner and I also agree,

your Honor, that we should go ahead with the trial.

Although I am in Sacramento occasionally and

these gentlemen are both from San Francisco and

their client is here, and I don't believe the trial

would take long, and I think that it might be an

inconvenience for them to have to come back again.

The Court: Is that agreeable, Mr. Smith?

Mr. Smith: Yes, your Honor.

The Court : In other words, unless you are going

to be prejudiced by this situation
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Mr. Smith: No.

The Court: that would be the way I would

suggest doing. [15]

Mr. Smith: I might say that in view of the

objection which Mr. Smail has presented, it will

be the intention of the Plaintiff throughout the

testimony to demonstrate that the Commissioner

was without authority in the sense that the exercise

of his authority was improper under the circum-

stances of this case, if such a decision exists. In

other words, reaffirming our position that there is

no substantive distinction between the two.

The Court : All right, let us proceed.

Mr. Smith: I might also at this time, your

Honor, apologize to the Court for several errors

which appear in the memorandum which was filed

by the Plaintiff. I think that

The Court: Well, don't worry about it, Mr.

Smith, because I might just as well tell you right

now that I am going to require you to file written

memorandums in support of your respective posi-

tions in this matter and you can correct the whole

thing, and get it in sharp focus at that time.

Mr. Smith : All right, your Honor. Fine.

If your Honor please, this is a suit for recovery

of overpayment of income taxes paid by the Plain-

tiff with respect to the year 1954.

The action was filed pursuant to the provisions

of Section 6532 of the Internal Revenue Code of

1954.

The controversy arises out of the following facts,

which [20] I will briefly summarize:
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Mr. Rooney, during the year 1954 and for many

years prior thereto was engaged in the business of

farming a crop on leased land in Sacramento County.

He carried on his business as a sole proprietor.

In 1954, as he is today, he was a married man.

At that time he had two adult sons, one of whom
was serving in the army in Korea, the other was a

part-time employee in the family business, and also

was a part time college student.

The income tax returns of the Plaintiff and his

wife for the years involved in this proceeding were

prepared by Mr. Wendell Watts, a Certified Public

Accountant here in Sacramento, whom the Plain-

tiff intends to call as a witness.

As the evidence will show, early in the spring of

1954, Mr. Rooney had occasion to consult with Mr.

Watts with respect to the preparation of his income

tax returns for 1953. At that time, due to the fact

that his Federal Income Taxes paid for the year

1953 exceeded the sum of $32,000 he had a discus-

sion with Mr. Watts with respect to effecting some

reduction in his Federal Income Tax liability.

Secondly, he was interested at that time in pass-

ing some present interest in his business to his two

sons.

With these objectives in mind he suggested the

possibility of the formation of a partnership.

Mr. Watts, as his testimony will show, suggested

that a [21] corporation would perhaps be a more

appropriate entity under the circumstances, and to

reaffirm that judgment and to implement such a
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program, it was decided upon Mr. Watts' sugges-

tion to consult Mr. Henry Howard, who was a tax

attorney in San Francisco.

As a consequence of that suggestion a joint meet-

ing between Messrs. Watts, Howard and Rooney

was held at some time in the spring of 1954, toward

the end of April, according to the files of the Plain-

tiff's Counsel.

At that meeting there was a full consideration

of all the range of Federal income and State tax

problems.

Mr. Small: I think it might be appropriate for

me to interrupt and say that I will stipulate to

everything opposing counsel has said so far as the

background testimony, and I will agree just the

words that are in the record are true, if we can

save any time.

Mr. Smith: Fine, your Honor. We are perfectly

willing. I don't wish to waste the Court's time.

The Court: All right.

Mr. Smith: As a consequence of these discus-

sions it was decided to form a corporation. Plain-

tiff, as the testimony will show, at the time he con-

sulted with his advisors was in no wise aware of the

fact that the formation of a corporation or the

selection of an effective date for the transfer of the

assets of his business to the corporation would re-

sult in the [22] opportunity to avail himself of the

provisions of 122 of the Internal Revenue Code of

1939 relating to the carry-back of a net operating

loss. That possibility was first discovered by his
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accountant, Mr. Watts, in July of 1954, and the

decision was made without the knowledge of Mr.

Rooney and it, in no sense, was a motivating fac-

tor in his consultations or in his decisions with

respect to the transfer which was subsequently

effected.

It has been stipulated by the parties as to the

date of incorporation of F. L. Rooney, Inc., the

successor corporation, as to the date on which the

assets of the sole proprietorship was transferred to

that corporation, to wit, July 31, 1954, in exchange

for all the stock of the corporation.

Consequently, upon the discovery that a net oper-

ating loss would be available, a claim for refund

was filed, and a refund was paid thereon in the

amount of approximately $22,000.

Subsequent to that the Internal Revenue Service,

under the purported authority of Section 482, re-

allocated the expenses incurred by Mr. Rooney,

operating as a sole proprietor, to the corporation,

thus establishing a deficiency in the income taxes.

I think your Honor is aware of the meaning of

the literal language of Section 485 and of its suc-

cessor, 482.

The issue in this case is, of course, whether the

taxpayer has the right to the refund which arose

out of the net operating [23] loss generated by the

transfer to the corporation of the assets of the sole

proprietorship on this mid-year date, and whether

or not the express release provisions of that section

can be thwarted by the exercise by the Commis-
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sioner of the alleged authority conferred on him by

Section 482.

I might say in summation, your Honor, that so

far as the Ninth Circuit is concerned this is a case

of first impression. It appears to the taxpayer to

be an issue of some real substance and merit. It

was first considered, I think, in essentially this

form by the Tax Court in the Central Cuba Sugar

Case, where the holding was favorable to the tax-

payer.

That case, of course, went to the Second Circuit,

where the tax court was reversed, and since then

there have been two other Circuit Court of Appeals

decisions which we think have real pertinence in

the action, and which we will comment upon at a

later point.

(Discussion between Mr. Small and Mr.

Smith, inaudible to reporter.)

Mr. Small: May the record show that Counsel

and I will stipulate that Mr. Rooney as an individual

during the year 1954 was on an accrual basis of

accounting.

I have no particular difference with Counsel's

statement of facts, but I believe I wrote down three

brief things. One was the date the assets were trans-

ferred to the corporation. We were rather careful

to stipulate that was a transfer as of a [24] certain

date. We are not agreeing that those assets were

in fact transferred.

Secondly, although I just don't know about their

consideration or awareness of these tax advantages
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of this transfer, I am aware of the very good repu-

tation of Mr. Henry Howard as a tax attorney and

the C.P.A., Mr. Watts. It seems a little strange to

me, but I don't think it really makes any difference

whether they were aware of it or not, whether they

considered it or not, doesn't make too much differ-

ence. I believe the only question we are considering

is the jurisdictional question of whether

The Court: How about the presumption in the

law that everyone is presumed to know the law?

That is a violent presumption, but I think it is a

presumption that w^e have to indulge in once in a

while.

Mr. Small : Well, as I say, my presumption, my
personal presumption would go a little farther. I

know the good reputation of Mr. Henry Howard

as a tax attorney. It seems strange to me, but I

don't think it is a matter of importance. We are not

reviewing the taxpayer's intent or that of his agents

or attorneys.

It is quite proper that people do set up corpora-

tions to make moves to save substantial taxes. Those

are proper motives.

In this action since both businesses were con-

trolled by the same individual. Congress has given

the Commissioner [25] discretion to allocate that

income if it does not accurately reflect annual ac-

counting concepts on the books of those businesses.

He has exercised that discretion, and that is what

we are reviewing, if we can go that far. I don't

wish to state again the earlier proceedings about

the more limited
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The Court: I understand you are not waiving

that at any stage of this proceeding *?

Mr. Smail: Right, sir.

The reason for this section is a very basic premise

of our Federal Income Tax in this Country, namely,

it is on an annual accounting basis, and whether it

is easy or difficult, each year we have to figure out

taxes, and we have to pay taxes each year. It is

a difficult thing to operate and we need money every

year, and that is the way we try to do it.

This section is only pointed at an individual or

corporation which controls two businesses to trans-

fer assets or some other activity in an attempt to

distort that annual accounting concept and, as in this

case, make a substantial profit look like a loss for

that year and a loss the year before, and a year

back, where three years' taxes were recovered al-

though there was in fact a substantial profit, be-

cause, and only because of the control of the two

businesses a loss was able to be reported here. The

Commissioner said that "That does not accurately

reflect income," and exercised his power. [26]

The only other comment about the Court of Ap-

peals of the Ninth Circuit, I believe they have be-

fore it for review under Section 41, only three sec-

tions away or four sections away from Section 45,

where it is said that you must attribute income to

the corporation or individual, this is U. S. vs.

Lynch, which was relied upon in part by the Court

of Appeals of the Second Circuit in Central Cuba

Sugar, and is almost dead on point here and the

leading case in this area.
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Again this is approaching a legal discussion,

which I think should be reserved.

I have no further opening statement, your Honor.

The Court: All right, you may proceed.

Mr. Smith: We will call as our first witness,

your Honor, Mr. Francis Rooney.

FRANCIS L. ROONEY
one of the Plaintiffs herein, called for the Plain-

tiffs, sworn.

The Clerk: Your name?

The Witness : Francis L. Rooney.

Mr. Smith: To expedite the proceeding, your

Honor, I was just trying to go through the pro-

posed direct examination of Mr. Rooney to see if

we can get some factual issues upon which there

appears to be some dispute.

The Court: Well, that is what I wish you would

do, even if you have to take a little time to orient

yourself, because [27] there is no use of my sitting

here and hearing testimony on matters on which

there is no dispute.

Mr. Smith: If Counsel has no objection, per-

haps we could recess

Mr. Small: You seem to have your testimony

all typed up.

Mr. Smith: Yes, and if Counsel has no objec-

tion to the procedure, if I might employ leading

questions until such point as he finds it objection-

able, we could perhaps move through the back-

ground stuff very rapidly and get to the critical

questions.
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The Court: Very well.

Mr. Smail: From just a brief glance it appears

that quite a bit of this is immaterial and may
be

The Court: Do you want to take a couple of

minutes to go over this, take a little recess and go

over this and get oriented?

Mr. Smail : It might be a good idea.

The Court: I would like you to do your thresh-

ing before you get in here. I like to have the grain

in here.

Mr. Smail: Yes, sir.

Mr. Smith: That will be fine, your Honor, if

you give us five minutes.

The Court: We will take a brief recess at this

time and let me know as soon as you are ready to

proceed.

(Recess.)

Mr. Smith: Counsel for the Government, your

Honor, has reviewed the format of the direct ex-

amination, including the [28] questions and an-

swers, which would have been followed were Mr.

Rooney examined.

We have agreed, with your Honor's permission,

that we will just submit this to the Clerk for the

record, if that is permissible.

Mr. Smail: The Government so stipulates, your

Honor.

The Court: All right, let it be received and

marked Plaintiff's Exhibit 1.
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Mr. Smail : It may be that I would like to cover

one or two of these items on cross-examination.

The Court: That is perfectly all right.

Mr. Smail: I do agree this would be his testi-

mony if he testified in regular fashion.

(The format of the direct examination of

Francis L. Rooney was marked Plaintiff's Ex-

hibit No. 1.)

PLAINTIFFS' EXHIBIT No. 1

Ques. : Please state for the record your name,

address and your occupation.

Ans. : I am Francis L Rooney of and

I am in the business of raising hops.

Ques.: How long have you been engaged in this

business of raising hops?

Ans.:

Ques.: Did you operate your business as a sole

proprietor prior to 1954 '?

Ans.: Yes.

Ques. : During those years was your business gen-

erally profitable?

Ans.: Yes.

Ques.: Had there been any marked increase in

your taxable income from farming operations dur-

ing the few years immediately preceding 1954?

Ans.: Yes (explain).

Ques. : Prior to 1954 you had who, if anyone, had
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Plaintiffs' Exhibit No. 1— (Continued)

assisted and advised you in connection with your

income tax returns ?

Ans. : My accountant, Mr. Wendell Watts.

Ques. : Did you have occasion to talk with Mr.

Watts some time during the spring of 1954?

Ans.: Yes, I did.

Ques.: What was the subject of that conversa-

tion?

Ans. : It had occurred to me that instead of

realizing all of the income from my farming be-

tween myself and Mrs. Rooney, it would be ad-

visable to give my two grown sons some interest

in the business. What I hoped to do was to reduce

my own personal income taxes, as well as to give

the boys some income from the farm that would be

taxable to them and to make them feel as though

they were a definite part of our family business.

Ques.: Did you have any specific suggestion to

discuss with Mr. Watts with respect to accomplish-

ing the objectives which you just outlined?

Ans. : Yes, I thought perhaps we could form a

partnership.

Ques.: What did Mr. Watts advise you?

Ans. : He suggested that I consult with Mr. Henry

Howard, a tax attorney, in San Francisco.

Ques. : Did you then meet vrith Mr. Howard and

Mr. Watts during the spring of 1954 ?

Ans.: Yes.

Ques. : What did they suggest?

Ans.: Mr. Howard explained to me that forming
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Plaintiffs' Exhibit No. 1— (Continued)

a partnership would not be feasible as the assets of

my business were for the most part leaseholds and

a couple of undivided interests in real property. He
explained that it would be very difficult to transfer

a partial interest in those to my sons. He also men-

tioned that one of my sons was in the Army in

Korea and the other only worked part-time on the

farm while going to college, that the Government

might not recognize this as a valid partnership for

tax purposes. To solve my problem, he seemed to

suggest that we form a corporation.

Ques. : Did Mr. Howard make any additional sug-

gestions to you as to what might be accomplished

through the organization of a corporation?

Ans. : Substantial reduction in income tax lia-

bility due to lower corporate rates. He mentioned

that giving this stock would reduce the amount of

federal estate taxes which would have to be paid

on my death.

Ques.: To the best of your recollection, Mr.

Rooney, did either Mr. Howard or Mr. Watts men-

tion to you during these preliminary discussions

the possibility that the organization of a corpora-

tion would result in your having substantial ex-

penses incurred in 1954 which would not be offset

by any income?

Ans. : To the best of my recollection there was no

mention of anything of this nature by either of

them.
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Ques. : Were at that time aware of the meaning

of the term ''net operating loss"?

Ans. : No.

Ques. : Did you then decide to proceed with the

formation of a corporation?

Ans. : Yes.

Ques.: Now, Mr. Rooney, let's turn just for a

moment to some of the fundamentals of the hop

raising business. Would you describe for us, gen-

erally speaking, the periods in any calendar year

in which expenses are incurred and in which in-

come is earned?

Ans.: (Give a brief description of your expenses,

including the fact that planting and cultivation

expenses are always incurred during the early part

of the year and the only expenses in the Fall are

in connection with the harvest—then point out the

approximate time during which the crop is har-

vested and the fact that that is the point in time

at which income is received.)

Ques.: Now the parties have stipulated that the

crop of hops which were sold in the Fall of 1954

and which gave rise to the income which the Com-

missioner has reallocated in this case was sold by

you to S. S. Steiner, Inc., on January 22, 1954,

Would you give us a brief description of how those

contracts are made?

Ans. : (Give here just a summary of the way you

normally deal with S. S. Steiner, including that
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Plaintiffs' Exhibit No. 1— (Continued)

you may sell one, two or more years of crops at any

time and that the price is fixed.)

Ques. : Is the purchaser, Mr. Rooney, required to

pay the price which is set in the contract, regard-

less of the condition of the crop*?

Ans. : Not by any means. The crop has to meet

a number of exacting standards.

Ques.: Would you describe those standards

for us ?

Ans.: (Give here, or mention here what the nor-

mal requirements are, including moisture content,

delivery dates, etc.)

Ques. : If these standards are not met, is the

purchaser obligated to take the crop at any price?

Ans.: No. He has the right to reject it entirely,

or sometimes we might renegotiate a lower price.

Ques.: Then, is the income to be realized from

the sale of any given crop not certain until the size

and quality of the crop is determined?

Ans.: Yes. That's correct.

Ques.: Let's return then to the formation of this

corporation. It has always also been stipulated by

the parties that F. L. Rooney, Inc., was had its

Articles accepted for filing on May 27, 1954. What
is your recollection, if any, of what Mr. Howard

may have told you with regard to the length of

time it would take to get the corporation organized

and the assets of your business transferred to it?

Ans.: Mr. Howard didn't give me any specific

period. As I recall, he told me that it would take
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several months to get the Articles filed, and to get

a permit to issue stock from the Corporation De-

partment.

Ques. : It has also been stipulated that the trans-

fer of the assets of your business to F. L. Rooney,

Inc., your corporation, occurred as of July 31, 1954,

and that the corporation gave in exchange all of its

issued stock. Did you, Mr. Rooney, make the de-

cision as to the effective date for the transfer of

your assets to the corporation and for the closing

of the books of your sole proprietorship?

Ans. : No. I assumed that it would be effective

as soon as Mr. Howard could get the job done.

Ques. : Who made that decision ?

Ans. : Mr. Howard and Mr. Watts.

Ques. : Was that date of transfer discussed with

you before July 31, 1954?

Ans. : No. I left it to Mr. Howard and Mr. Watts.

Ques. : Were you later informed of the results of

selecting that date?

Ans.: Yes.

Ques. : What is your recollection as to when and

by whom that matter was discussed with you?

Ans. : I know that it was in the early Fall that

either Mr. Watts or Mr. Howard, probably Mr.

Watts, told me about this operating loss because

I told them that if they got the refund for me I

would buy them both of them season tickets to the

49ers football games.

Ques.: Did this net operating loss influence you
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Plaintiffs' Exhibit No. 1— (Continued)

in any way or at any time with regard to whether

the corporation should be formed or when it should

actually acquire your assets?

Ans. : Never.

Ques. : Now, Mr. Rooney, you indicated earlier

that it was your intention at the time this corpora-

tion was formed to give some interest in it to your

two sons. Is that correct?

Ans.: Yes.

Ques. : Has that ever been done?

Ans.: No.

Ques.: Why?
Ans.: (Can you explain this?)

Ques.: Now, Mr. Rooney, going back to your

statement with regard to the expenses of raising

a crop, as I recall the only expenditures in the Fall

are connected with the harvest. Is that correct?

Ans.: Yes.

Ques.: Is F. L. Rooney, Inc., on a fiscal year?

Ans.: Yes.

Ques.: When is that fiscal period?

Ans.: Aug. 1 to July 31.

Received in evidence April 13, 1960.
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Direct Examination

By Mr. Smith

:

Q. Mr. Rooney, to put this in context, in con-

nection with the discussion of the income and ex-

penses which are incurred or realized in the pro-

duction of any particular hop crop, I should like

to ask you if, for example, you decided that you

would raise your last crop of hops in the year 1961,

is it correct that the entire income of the corpora-

tion for that fiscal year would be earned after July

31 of 1961 '^ A. That is correct.

Q. What expenses, Mr. Rooney, would the cor-

poration have [29] during the fiscal year beginning

August 1 of 1961 and running to July 31 of 1962,

assuming that your last crop was in the fall, what

expenses would you have?

A. The crop in '61, the only expense would be

the harvesting and the shipping expenses.

Q. There will be no expenses during that fiscal

year incurred in Planting and growing the crop?

A. No.

Q. Would this then be, as a practical matter,

the opposite case to the year 1954, in which you had

expenses in the period January 1 to July 31 with

no income because of the harvest date falling after

July 31 of that year?

Mr. Small: I object to that question, your Honor,

because the entrance of the sole proprietorship in

1954 changes the matter substantially.
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The Court : Sustained. I think it is a matter that

can be resolved by simple analysis anyway.

Mr. Smith : That is the only reason for the ques-

tion, your Honor. I think it is self-explanatory on

an analysis of the facts previously introduced in

the record. We have no further questions.

The Court: All right, Mr. Small.

Cross-Examination

By Mr. Small

:

Q. Mr. Rooney, some of the testimony that

Counsel and I have already stipulated to that you,

in effect, [30] have already given, it is stated that

you had two reasons for wanting to form a partner-

ship or corporation in 1954, one was to save some

taxes, and the other was to bring your sons into the

business? A. That is right.

Q. Have you brought your sons into the busi-

ness?

A. Well, I have them working with me, and I

intend to give them stock in the corporation.

Q. Have you done so, sir, as of 1960?

A. No; I haven't.

Q. You and your wife own all the stock in the

corporation? A. That is right.

Q. And you and your wife are the sole owners

of your ranch business as a sole proprietorship

prior to the time of the formation of the corpora-

tion?

A. Well, I operate on leased land, but I am the

sole owner of the business, my wife and myself.
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Q. Thank you, sir.

A. I was operating on leased land at that time.

At the present time I own land.

Q. Aside from the question of the two businesses,

that is, the proprietorship and the corporation in

1954, if we just threw them all into one pot, is it

fair to say that a substantial profit was made on

the 1954 crop"?

Mr. Smith: I object to that question, your

Honor, as [31] calling for a conclusion of the wit-

ness.

Mr. Small: I think it is fair to see whether the

'54 crop made money or lost it. I think that would

be a fact for the Court to consider.

The Court: You have to have more foundation

for it. What do you mean by the '54 crop?

Mr. Small: Well, yes, maybe I should ask some

more questions. It is summed up in that opening

testimony.

Q. Was your business, sir, prior to the forma-

tion of the corporation, that of a hop rancher?

A. Yes.

Q. Was that the business of the corporation

when formed, or when it came into operation?

A. Was it operating?

Q. No ; was raising hops the business of the cor-

poration after it was formed? A. Yes.

Q. And I believe your testimony that has al-

ready been stipulated to was that in the years prior

to 1954, particularly in '53, you made quite a bit of

money on the 1953 crop? A. Yes.
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Q. My question is, although the issue before this

Court, or one of the questions is whether we should

be allocating expenses and between the proprietor-

ship and the corporation, if you didn't look at those

entities and looked to see how much money either

you or the corporation spent to raise the crojj [32]

and how much you got, if the crop was successful

to either you or the corporation. In other words,

did you make a profit, was the hops crop a profitable

thing, if we can just put aside these other questions

in issue for a moment?

A. I am a little hard of hearing. I didn't get

all that question.

Q. It was too long. This is what I want to find

out, Mr. Eooney: You have already testified by

stipulation that the '53 crop was quite profitable.

In other words, you got more money out of the hops

crop, than you put into it %

' A. That is right.

Q. Is that the same case in 1954, if you just

consider how much money went into the crop

whether it was corporation or individual, and how

much money you got out of it? Was it a profitable

crop? A. It was.

Q. Thank you. Did you get any money from the

corporation when you transferred your farming as-

sets and crop to them?

A. Did I get anything from

Q. Yes, any money? A. No.

Q. Did you get any other property that had a

substantial fair market value in lieu of money ?
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A. I got stock in the corporation.

Q. You didn't declare that as income on 3^our

return, though, did you, the receipt of that stock,

the value of it, if any?

A. Well, I would say you would have to ask my
income tax man on that. [33]

Q. Well, the corporation had no

Mr. Smith: We will stipulate the corporation

had no assets.

A. The corporation had no assets.

Q. (By Mr. Small) : Your attorney has stipu-

lated to that. That is right, the corporation had no

assets other than those you were transferring to it,

is that correct! A. That is right.

Q. I assume you wouldn't have transferred that

quite valuable crop and assets to a corporation un-

less you controlled it, would you, sir, without re-

ceiving any money for it?

A. That is right.

Q. I would like to find out just when these as-

sets were, in fact, transferred, Mr. Rooney. Maybe

you can tell us what the assets were that were trans-

ferred, first?

A, Well, the assets at that time were appraised

and they were appraised at quite a high price. My
assets vary with the price of hops. My assets, when

hops are good they are worth money, when they are

cheap they are not worth anything. At the time that

the corporation was formed I think it was appraised

at about $196,000.

Q. Did you transfer any equipment ?
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A. That was the whole thing, equipment and

leases and money in the bank and everything

that

Q. Did you transfer the hops themselves, or the

trellises? [34] A. Yes.

Q. Mr. Rooney, I have been in town only a brief

time, but I have been scurrying around the Re-

corder's office and various places, and I can find no

notation of transfer either under real property,

imder the Tax Assessor's office, of the trellises or

the hops, all the things are still listed in your name,

except the real property, which you leased, and I

find no change of title. Can you explain that to me %

A. No; I can't explain that to you. It was never

brought to my attention.

Q. Was it brought to your attention that it was

in fact transferred? The only notation I find is in

assignment from you to the corporation for the fol-

lowing year of the crop mortgage approved by Mr.

Steiner of Steiner, Incorporated, which was under

contract to buy the crops, that being an agreement

dated February 16, 1955, which was recorded on

March 28, 1955. Was anything else actually trans-

ferred of record ? Any other assets ?

A. Well, as far as I was concerned, I thought

the whole works had been transferred from my own-

ership to the corporation. Now I didn't realize that

it hadn't been recorded. In fact, I thought when

they formed the corporation that took care of every-

thing.

Q. Just the forming of the corporation itself
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would have taken your assets and put them in the

corporation, is that what you mean? [35]

A. Yes.

Q. What about when you received the notice of

the tax assessment from the County office here on

those hops and trellises which are still in your

name, didn't it seem strange to you, that it should

be in the corporation's name, that the corporation

owns them?

A. As far as the hops, I never had any hops for

the Tax Collector

Q. What about the trellises, though?

A. Well, they have been assessed against me
right along.

Q. You, individually?

A. Well, I would have to look at those tax bills,

but I thought they were coming to F. L. Rooney,

Incorporated. I could be wrong. But as far as I can

remember they come to F, L. Rooney, Incorporated.

Now, I would have to check on that to be sure.

Q. What about the transfer which is of record

of the writing or contract with Steiner, Incorpo-

rated, which was not recorded until March 28, 1955 ?

That is a year after this tax year. What is your

recollection about that?

A. Well, I don't record those contracts. They

record those themselves.

Q. Who do you mean by "themselves"?

A. The Steiner Company. I have nothing to do

with recording those. I notify them

Q. If I might interrupt you, I may have been
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misleading. What [36] I am talking about was the

assignment of the right mider the Steiner contract

from you to your corporation, Rooney, Incorpo-

rated, This is what A¥as recorded.

That was only approved by Steiner because they

had some interest in the crop. Now that wasn't re-

corded until the following year.

A. Well, as I say, I notified them that we were

changing from private ownership to corporation

and as far as when they recorded it, I couldn't say.

As I say, I have nothing to do with the recording

of the contract.

Q. Mr. Rooney, this agreement was dated Feb-

ruary 18, 1955. It wasn't recorded until a month

later, but there was no agreement until February

16, 1955, on the books of the recorder, even though

it wasn't recorded until March 28th, the agreement

itself is dated in that year.

A. Well, I couldn't give you exact dates on that.

The Steiner Company has a local representative

right in Sacramento here, and he knows every move

I make. I talk to them two or three times a week.

They knew I was incorporating, and as far as when

those papers were recorded I wouldn't know, be-

cause I notified them that I was incorporating and

they knew it, and as far as when they recorded

those papers I wouldn't know anything about it.

Q. Well, what about the time—it is your com-

plete testimony that it is your understanding that

just when that corporation [37] was formed, which
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was in May, I guess, in 1954, that that automatically

transferred your farming assets'?

Don't you have any recollection of signing bills

of sale or something you mentioned earlier, a trans-

fer of leases and these other documents'?

A. Well, the leases—there was a notation made

on the lease that the corporation was taking over

the lease that had been in my own personal name.

Q. You didn't record that, though'? Did you just

make a pencil notation on the copy of your lease,

is that what it is?

A. No; we had some papers drawn up in the

lawyer's office that I would be responsible for the

assets—I would personally be responsible for the

payment of rents and the assets of the F. L. Rooney

Corporation.

Mr. Smith: Your Honor, if I may, I would like

to make objection to the materiality of this testi-

mony, in view of the stipulation by the parties as

to the formation of the Corporation and as to the

fact that the transfer of the assets was effected as

of July 31, 1955.

Mr. Small: As of—as of—it is important,

though, when those assets weren't transferred until

the next year. It sure does change this case.

The Court : That is what I understood Mr. Small

to state, that he was unwilling to stipulate that they

were in fact [38] transferred, but they were trans-

ferred as of that date.

Mr. Small: I am willing to stipulate what the

books show.
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Q. Mr. Rooney, if the agreement between you

and the corporation transferring your right to sell

the hops to Steiner, Incorporated, was dated Feb-

ruary 16, 1955, would it be your recollection that

your attorneys or whoever handled this got around

to transferring your other assets about that time?

A. Well, now, to be honest with you I have no

idea on that, because I thought when these corpo-

ration papers were drawn up that automatically

everything would go on record that I had formed

the corporation and that the assets, as far as I was

concerned, they were all changed to the corporation.

Now, as far as being a matter of record, I thought

that was all taken care of. I didn't know. It was

a legal matter and I know that I had to sign papers

that I would personally be responsible for any debts

of the corporation, and I signed papers with the

Steiner Company that I would still be held respon-

sible for the delivery of the hops and so forth by

the corporation.

Q. You know that the corporation wasn't even

given power to issue stock by the State of Califor-

nia until toward the end of August, 1954, August

24th or something like thaf?

A. Well, I know—as far as I was concerned, my
fiscal year was to begin on August 1st, and when

I got all those records [39] back from the Corpora-

tion Commissioner, why, then, I was—I understood

I could issue stock any time.

Mr. Smail : I believe there is a stipulation to the

contrary, your Honor.
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Mr. Smith : Pardon, counsel % I am sorry.

Mr. Smail : There is a stipulation that the State

of California authorized the issuance—first author-

ized the issuance of stock on August 24th, isn't it?

Mr. Smith: Yes.

Mr. Smail: 1954.

Mr. Smith: The terms of that permit, Counsel,

will show that the issuance of stock was authorized

as of July 31st.

Mr. Smail: Yes.

Q. Mr. Rooney, do you have any documents or

bills of sale, or transfers or assignments of leases

or anything in court with you today that show

when these assets were, in fact, transferred, if ever?

A. I have no papers with me today, no.

Q. Do you have any recollection of signing over

any bills of sale of either equipment or the hops

or the trellises here in issue?

A. Well, as I told you before, I was forming a

corporation, and all the assets were transferred to

the corporation.

Q. How was that ? How did that happen ?

A. Well, I have a book with all the corporation

in it, and it [40] shows when the assets were

changed.

Q. I know that. It has got a date on there, July

31, as of that date? A. Yes.

Q. It says, ''As of." A. Yes.

Q. What we want to know is when those assets

were really transferred. That is a little early, even
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before you could issue stock in exchange for the

assets, almost two months afterwards.

A. I don't want to get confused on these dates.

Q. Please believe me, sir, I am not trying to

confuse you. I am only trying to establish when

those assets were, in fact, transferred?

A. Well, in fact if you asked me, I would say

when the corporation was approved by the State

Corporation Commissioner. I would say that is when

the transfer was made, because they were all as-

signed to the corporation.

Q. Is there some document that assigned them?

A. Pardon me?

Q. Is there some document that assigns these

assets ?

A. Well, there was a list—no, there was just a

list of the assets that were incorporated in there,

and the papers were drawn up and they were in the

corporation, as far as I was concerned. [41]

Q. Even though there was no official transfer

from you to the corporation? A. Yes.

Mr. Small: No further questions, your Honor.

Redirect Examination

By Mr. Smith:

Q. Just two brief questions, Mr. Rooney: Had
any income been realized by the sole proprietorship

prior to July 31 of 1954?

A. No income whatever.

Q. Did the sole proprietorship as operated by
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yourself actually pay all of the expenses incurred

prior to July 31 of 1954? A. Yes.

The Court: What do you mean by the sole pro-

prietorship ?

Mr. Smith : I meant the business as operated by

Mr. Rooney individually, your Honor.

The Court: It was my understanding that he

and Mrs. Rooney owned it. There was some com-

munity property somewhere in here that somebody

was talking about.

Mr. Smith: Yes. I think your Honor is correct.

I should rephrase that and state that the business

was operated by Mr. Rooney individually with the

co-ownership of his wife.

The Court: This is community property?

Mr. Smith: Yes.

The Court: Of Mr. and Mrs. Rooney?

Mr. Smith: Yes, that is right. [42]

The Court: That is why I questioned the word
'^ solely."

Mr. Smith: Yes. Your Honor is correct.

Mr. Smail: I would like in open court to avoid

—well, I think I will withdraw that suggestion.

The Court: Is this all for Mr. Rooney then?

Mr. Smith: That is all.

The Court: That is all, Mr. Rooney, thank you.

Mr. Smith: Call Mr. Wendell Watts.
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The Clerk: Your name?

The Witness: Wendell Watts.

Direct Examination

By Mr. Smith

:

Q. Will you state, for the record, Mr. Watts,

your occupation"?

A. Certified Public Accountant.

Q. What is the name of your firm'?

A. Watts, Thompson & Company.

Q. How many years have you been qualified as a

Certified Public Accountant.

Mr. Small : I will stipulate Mr. Watts is a C.P.A.

and is well qualified.

Mr. Smith: Fine.

Q. I have one question in that connection, Mr.

Watts : Could the income of this corporation earned

during the period August [43] 1, 1954, to July 31,

1955, under any theory of accounting have been

attributed to F. L. Rooney individually, or to Mr.

and Mrs. Rooney?

A. No; it was a corporation from that time.

Q. Under no theory of accounting could it have

been attributed to Mr. Rooney on an accrual theory

or cash basis theory ? A. No ; it could not.

Q. Now you were consulted by Mr. Rooney in

the spring of 1954 *? A. That is right.

Q. Would you relate to us—as you observed this

morning, there is some divergence between the Gov-

ernment and the taxpayer—the substance of those
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conversations, that is, the making of decisions with

respect

Mr. Small: I can't hear you.

Mr. Smith : What I am trying to do, counsel, is

to summarize and just get to the one point with

respect to the net operating loss.

Q. Would you describe for us how that possi-

bility arose?

A. Well, as I remember—I will have to stipu-

late it is from memory—of course, some time after

the filing period, presumably in April or May, Mr.

Rooney came to me with the idea of in some way

diverting part of his income to his two sons who

recently were out of college and had become ac-

tive in the business, and suggested forming a part-

nership with them. I, [44] as I usually do, dis-

couraged partnership for various reasons, of lia-

bility and unwieldiness of partnerships, and sug-

gested that we have a conference with Henry How-

ard, who I have used as Tax Attorney for a number

of years.

We did have such a meeting in my office, and I

do not know the date, and I looked through my
file and can't find it, but presumably it was early

in May some time, and at that time we w^ent over

Mr. Rooney 's business affairs, his financial affairs,

and decided it probably would be a good idea for

him to incorporate this business and eventually go

into some gift program of stock to his sons.

As I remember, the corporation—Mr. Howard

went ahead and formed the corporation, got the
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charter, which was in the latter part of May, May
27th, is that right?

Q. That has been stipulated to?

A. Yes.

The date. Then, of course, the next step was to

make a list of the assets and liabilities and so forth

of the corporation to be transferred. I made up

such a list and at that time—I guess it was at that

time that I suddenly realized Mr. Rooney had been

operating for seven months or six months with no

income. The nature of the hop crop is all the in-

come comes in one period. When I turned over the

list of assets and liabilities to be exchanged for

stock in the corporation I asked Mr. Howard the

feasibility of closing this sole proprietorship and

making such transfer as of July 31st and using [45]

the expenses for that seven months period to carry

back in prior years when Mr. Rooney had rather

high income, high income taxes.

Q. Mr. Watts, what was the date, to the best of

your recollection, upon which this possibility first

occurred ?

A. Well, it must have been some time during

the middle of July, because—I can't give you the

exact date, but when I wrote that letter to Mr.

Howard it was in July some time, and that is pre-

sumably when I first got the idea.

Mr. Small: If your Honor please, if we are

testifying about a letter, may we have it in evi-

dence ?

The Court: Is the letter available?
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Mr. Smith : The letter is in our files, your Honor.

We will find it, your Honor.

Q. Will you then proceed, Mr. Watts, what

transpired after your letter of July 19th to Mr.

Howard with respect to an operating loss ?

A. Well, I am still relying on memory that goes

back five or six years.

Mr. Small: Could we have the letter in evidence

here?

A. Well, of course, the letter, my memory

Mr. Small: I would object to your memory.

Mr. Smith: Counsel, the question now is what

transpired after the writing of this letter. The ques-

tion is what transpired after the date of this letter.

(Mr. Smith produced the letter.) [46]

The Court: The letter dated July 19th from

Watts and Gibson to Henry Howard, 111 Sutter

Street, San Francisco, will be marked Plaintiff's

Exhibit 2.

Mr. Small: We have no objection to it going in

evidence.

(Document referred to was marked Plain-

tiff's Exhibit No. 2 in evidence.)

PLAINTIFFS' EXHIBIT No. 2

Watts and Gibson

Certified Public Accountants

2115 J Street

Sacramento 16, California

July 19, 1954.
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Wendell E. Watts,

George T. Gibson.

Mr. Henry Howard,

111 Sutter Street,

San Francisco, California.

Dear Henry:

I have just returned from a month's trip back to

the deserts of the East and received your letter re-

garding Frances Rooney. I was positive that I had

sent you all the information except the appraisals

when I returned the corporation papers, but if I

did I can't find my copy. In any case here are the

answers that you need:

1-A. F. L. Rooney was borned in Sacramento,

July 19, 1894. He attended Sacramento schools,

served in the first World War and was an auto-

mobile salesman for the Universal Motor Company,

Sacramento, from 1919 to 1940. He was an auto-

mobile salesman for Ellsworth Harrold Company

in Sacramento from 1940 to 1942. Since 1942 he has

been a hop grower.

1-B. Wendell E. Watts was borned in Ohio, Jan-

uary 25, 1916. AB degree from Wittenberg College

in 1938. Accountant for General Electric Company

from 1938 to 1942. FBI agent 1942 to 1946. Public

Accountant 1946 until present.

2. Suggested officers: F. L. Rooney, President;

Frances L. Rooney, Jr., Vice-president; Bernard
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Rooney, Vice-president ; Mrs. Irene G. Rooney, Sec-

retary-Treasurer.

3. The American Trust, Main Office, Sacramento,

will act as depository.

4. I have already sent you the appraisals. In

addition to the assets listed approximately $10,-

000.00 will be taken over by the corporation. There

will also be a liability of at least $24,000.00 for ad-

vances on this year's hop crop.

5. The lease runs from September, 1952, until

September, 1957. There is no option provision. It

is a cash rental lease for bare land. The lease agree-

ment is between the Estate of William J. Sheldon,

the lessee, and Frances L. Rooney, the lessor. The

lease provides for a yearly cash rent of $6,282,00

payable semi-annually. If you need further infor-

mation on this let me know.

It seems to me it would be desirable to turn over

the assets to F. L. Rooney, Inc., as of July 31st. A
short period return could be made for the corpora-

tion from the time of the incorporation until July

31st, and then run the corporation on a fiscal year

ending July 31st. By doing this the first seven

months' expenses would be on Mr. Rooney 's return

without any income and the operating loss less his

salary for the last five months could be carried back

to the 1953 calendar year and some of the tax for

that year could be recovered. In addition there

would be no tax due for the corporation until Oc-
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tober 15, 1955. Will you please consider this and

see if you can see any difficulty in my reasoning?

In regard to the William Stock Farming Com-

pany, I would suggest that you send me your bill

and I will forward it on. They are very prompt and

will take care of this bill as soon as it is received.

Very truly yours,

/s/ WENDELL E. WATTS.

WEW/mdb

Received in evidence April 13, 1960.

Mr. Small: But, of course, it is not evidence of

what is stated in there but merely the evidence that

the letter was written and was mailed by Mr. Watts

to Mr. Howard. With that imderstanding it may

go in.

Q. (By Mr. Smith) : Then it is reflected by the

letter, Mr. Watts, that you suggested in this com-

munication that—perhaps I should read it for the

record

:

**It seems to me it would be desirable to turn over

the assets"

The Court: I don't think that is necessary. It

may be considered read into the record and you

may use such portions of it as you deem appro-

priate.
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Mr. Smith: I am merely trying to refresh the

recollection of the witness, your Honor.

The Court: Well, let him take a look at it.

(The letter was handed to the witness.)

Mr. Smith: Would you then like to restate the

substance of your suggestion to Mr. Howard with

respect to the net operating loss*? [47]

Mr. Small: If your Honor please, I think this

letter speaks for itself rather than have him testify

to what he believes the letter says.

Mr. Smith: Well, fine. Counsel. All I want to

do is follow through on this, and determine

The Court: Let's proceed.

Mr. Smith : what response was given then to

your letter ?

A. Well, Mr. Howard agreed that was probably

the thing to do and that is what we did do, as the

record shows, did turn over the assets and started

operating as a corporation as of August 1st.

Mr. Small: If I may, I am sorry to interrupt,

but the testimony concerning the turning over of

the assets is not responsive. It is not quite adequate

for this witness to testify that the assets were

turned over when there are no documents whatso-

ever indicating the assets had been turned over.

Mr. Smith: Your Honor, it is my impression

that the objection that an answer is not responsive

lies in the

The Court: Well, I am going to let the answer

stand, and you may cross-examine.
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Mr. Small: Thank you, sir.

Q. (By Mr. Smith) : Mr. Watts, did you for-

mally close the books of this individual operation

by Mr. and Mrs. Rooney on July 31, 1954, or on or

about that date? [48]

A. They were closed as of that date, yes.

Q. As of that date. The books of the corporation

and of Mr. Rooney, Mr. and Mrs. Rooney indi-

vidually, reflect completely that the transfer was

effected. on July 31, 1954, is that correct?

A. That is right.

Q. And the final question, after the decision had

been made to effect a transfer on July 31, 1954, but

not until after that decision had been made did you

then communicate it to Mr. Rooney? If that ques-

tion was not clear let me put it this way

:

After you and Mr. Howard had reached a deci-

sion as to the effective date of the transfer, did you

have occasion to tell Mr. Rooney about that decision

and the results generated by it?

A. Well, I am sure that I didn't tell Mr. Rooney

until such time as after I had heard the response

from Mr. Howard on the letter that I had written,

because I wanted to get a legal opinion on it before

I went further with it.

Mr. Smith: Fine. I have no further questions.
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Cross-Examination

By Mr. Small:

Q. I forgot to ask Mr. Rooney a question;

maybe you can help me with it, Mr. Watts: Do
you know what time they harvested the hops in

1954, Mr. Rooney?

A. Well, the hops are harvested about the same

time every year. They start about August 15th, ap-

proximately.

Q. And about what time do they finish? [49]

A. They run for about two weeks before they

are harvested and put in the dryer.

Q. Thank you, sir.

The Court : What do you mean, Mr. Watts, hops

are harvested the same time every year ?

A. Well, it is within a few days, they start

harvesting hops the same.

Q. Do you mean Mr. Rooney, or do you mean

people generally?

A. I mean the people generally in the Cosumnes

Valley and the American River Valley in this par-

ticular area, the crop harvest is the same within a

few days year after year.

Q. Well, it can run up to a month's difference,

can't it? A. Not in this valley.

Q. (By Mr. Small) : Are you Mr. Rooney 's

—

if I may interrupt maybe I can clarify it this way

—are you Mr. Rooney 's accountant?

A. That is right.
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Q. Then you would have familiarity as to when

he was harvesting and paying bills'?

A. That is right.

Q. And it is your testimony here that he would

have been harvesting his crops from about mid-

August, give or take a week, to about the first of

September in the year 1954?

A. That is right.

Mr. Small : Do you think that satisfies, your

Honor? I didn't [50] mean to interrupt here, but

I thought maybe if w^e established that he knew Mr.

Rooney's operations

The Court: I am not worried about the record

in this matter here, but from my observation of the

thing I don't think Mr. Watts is completely correct

in saying that it is only a matter of a few days

difference each year.

Mr. Small: But in the year 1954

The Court: It depends on what a "few days''

means.

Q. (By Mr. Small) : In the year 1954 you have

some recollection that Mr. Rooney's harvest fell

within your description, namely, from about mid-

August to about the first of September?

A. I am sure of that.

Q. Thank you, sir. Now, despite your testimony

as to the time of the transfer of the assets you

testified to on the books of both the proprietorship

and the corporation as of July 31, 1954, which is

a stipulated fact, do you know of the existence or

did you have any documents which might have
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transferred these assets, namely, bills of sale, a

transfer of the lease, the hops themselves, the vines ?

A. I had nothing to do with that at all.

Mr. Small: No further questions.

Mr. Smith: No further questions. Call Mr.

Henry W. Howard.

(Witness excused.) [51]

HENRY W. HOWARD
called as a witness for Plaintiffs, Sworn.

Mr. Smith: Your Honor, may Mr. Watts be

excused 1

The Court: Unless there is objection, he may.

Mr. Smith: Any objection, counsel?

Mr. Small: None at all.

Direct Examination

By Mr. Smith:

Q. Mr. Howard, would you state your address

and occupation for the record ?

A. My name is Henry W. Howard, I am an at-

torney at law, practicing at 111 Sutter Street in

San Francisco.

Q. You were consulted by Mr. Francis Rooney

in the Spring of 1954? A. I was.

Q. Would you relate the substance of your con-

versations with Mr. Rooney, Mr. Howard?

A. I am going to relate it briefly, because your

Honor has heard these facts from other witnesses.

Mr. Rooney and Mr. Watts consulted with me.
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and at the time of our first conversation Mr. Rooney

was in the mind to form a partnership with his

sons. I advised him that in my opinion over-all he

Avould be better off if his business were transferred

to a corporation.

We computed at the time that the over-all income

tax burden would be substantially less under a cor-

porate form of operation than it was as an indi-

vidual proprietorship at his [52] level of income.

I suggested to him that the corporate form of

business would be a more economic method of ac-

cumulating surpluses for the purposes—I recall he

mentioned at that time the ultimate purchase of

land. And I also discussed with Mr. Rooney, we

discussed at some length, the distribution of his estate

among his children, with the idea of reducing the

ultimate impact of death tax.

In that connection I pointed out to him that it

would be much more feasible to make that distribu-

tion through the means of stock in the operating

company than it would be to transfer an undivided

interest in the property.

Mr. Rooney concurred in my suggestion, and on

the 27th of May the articles of incorporation were

filed.

Prior to that time I embarked upon the usual

routine of organizing the corporation and transfer-

ring the assets to it. As I recall, I wrote Mr. Watts

on the 14th of May asking for all the various de-

tails relating to the corporation and the transfer

of the property, such as an analysis of the assets
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and their cost, and who were to be the officers and

directors and who was to have the bank account

and so on.

The reply of Mr. Watts to me is in evidence here.

As I recall at the time he was away in the east for

more than a month after I wrote him, I think, in

the middle of May.

When I had the information I immediately pre-

pared the [53] application for a permit to issue

stock, and my recollection is that was filed with the

Corporation Commissioner about the end of July.

I think it was forwarded to Mr. Rooney for the

purposes of signature about that time.

In connection with that application we prepared

minutes of the corporation authorizing the filing

of the application and acquisition of the assets in

exchange for stock. Then I instructed Mr. Watts

to memorialize the same on the records of the in-

dividual and the corporation.

Q. The decision as to the eifective date of the

transfer of these assets, Mr. Howard, was one

reached between you and Mr. Watts, is that cor-

rect?

A. Yes, after Mr. Watts wrote me on the 19th

of July, I recall discussing the matter with him on

the phone at some length, and I concurred in his

suggestion.

Q. Prior to that suggestion you were merely

waiting the fulfillment of the normal mechanics of

filing the application and getting the necessary sup-

porting documents?
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A. We were going through the usual routine of

making the transfer.

Q. Mr. Howard, in your opinion, would it have

been sensible for you to implement Mr. Rooney's

program by forming a corporation on May 27th,

and then allowing that corporation to remain dor-

mant without any transfer of the assets of the in-

dividual business to it until the end of the calendar

year [54] 1954?

A. I, did not contemplate doing that. I contem-

plated carrying out the program suggested to him

as rapidly as I could.

Q. Now, with respect to the documents of the

transfer and the actual transfer of the assets of the

individual business to the corporation, would you

relate to us what steps were taken to effect that or

what your recollection is?

Mr. Smail : If your Honor please, I am going to

probably have some objection here if we are talking

about documents transferring the assets. I respect

Mr. Howard's testimony here and I would like to

hear as much of it as I possibly can, but this date

of transfer of assets is one of importance, to me,

and if it comes right down to getting close on dates

I would like to see the documents.

The Court: Perhaps you can cross-examine him

on that, Mr. Smail, and ask him what he can pro-

duce.

Mr. Smail: All right, sir.

A. I don't have a definite recollection, Mr.

Smith, of direct participation in the transfer except
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the preparation of the corporate documents, the

application to the corporation Commissioner set

forth specifically the assets to be transferred, the

date as of which they were to be transferred and

the appraisals required by the Commissioner in

that connection. I am familiar with that. I am also

familiar with the fact that I believe very shortly

thereafter the bank accounts were [55] transferred

to the name of the corporation.

I did not participate in the transfer of other

assets. I knew there was no real property involved,

so we did not have the usual problem of preparing

deeds and recording" them.

In these situations, I am frank to say, that not

very often is the transfer of personal property and

equipment of this kind memorialized in assign-

ments or bills of sale unless there are creditors'

rights, or something of that nature involved.

Mr. Smith: You may cross-examine.

Cross-Examination

By Mr. Smail:

Q. You gave us a couple of things, you men-

tioned you were familiar with the appraisal, the

list of assets, and the transfer of the bank accounts.

The thing I am principally interested in is the

transfer of these hops and trellises upon which the

hops were located. Do you know about the transfer

of those?

A. I have no personal knowledge as to whether

or not that was done by any document.
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Q. What about your knowledge about this list

of assets other than the hops or trellises'? Maybe

you can enlighten both me and the Court about this

transfer, if any?

A. Well, as I say, we contemplated the transfer

to the corporation of all the operating assets of the

sole proprietorship. [56]

Q. Contemplated ?

A. Yes, and that was to be done in consideration

of stock, so in that connection, in connection with

the application for permit to issue stock, as I recall,

we furnished the corporation Commissioner with a

list of the assets which would be transferred as of

July 31st

Q. That is the proposed transfer, is that correct,

the proposed transfer? You furnished that list to

the Commissioner?

A.. Yes; I think that was

Q. And then on August 24th the Commissioner

said you can issue stock? That is a stipulated fact

Iiere, I believe.

A. He issued a permit to issue stock as of that

date.

Q. In 1954. And then would it be

A. As of July 31.

Q. Yes, as of. Would it then be your testimony

that these assets were in fact transferred after you

received notification that the assets could, in fact,

be transferred for stock? I assume you would have

to have the stock before you could exchange the

stock for the assets?
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A. Well, the normal practice in California is to

transfer the assets upon the receipt of the permit

as of the date authorized by the Commissioner. That

has created a common problem, as you know, be-

cause

Q. Well, would it be your testimony then that

the actual transfer of the assets was necessary after

the corporation [57] received permission to issue

stock on August 24, 1954?

A. Well, no; I view it as merely a ratification

by the corporation Commissioner.

Q. If I might interrupt you, you stated you

had no recollection of the actual transfer of these

assets. You are really talking about ratification of

nothing, aren't you?

A. In the sense that there was no bill of sale to

the personal property

Q. Well, as a lawyer, how do you transfer these

assets? A. Well, as I say

Q. I am mostly interested in these hops and

trellises.

The Court: I think you are interrupting Mr.

Howard. Let him finish his answers.

A. As a lawyer, I would say that when you in-

struct your client to close his books and when you

file an application on his authority with the Cor-

poration Commissioner to transfer personal prop-

erty to a corporation, and when the Corporation

Commissioner ratifies that transfer that that is suf-

ficient to effect an actual transfer of the property,

and I don't know who could complain about it. I
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don't think as a legal proposition that anything

further is required.

Q. Are you through? A. Yes.

Q. But when you are talking about these assets

you are talking about assets other than the hops

and trellises, which you said [58] you had no recol-

lection of, is that correct?

A. Well, in my own contemplation at the time

I viewed them all the same way. In other words,

we took a description of all the assets and we went

through the motions of transferring them to the

corporation. As I recall, and this would be routine,

the minutes of the corporation reflect the transfer

and reflect the authority in the corporation to re-

ceive the transfer and to issue its stock accordingly

as of a certain date.

Q. Even though the minutes—excuse me, are

you through?

A. And in the normal case the burdens and bene-

fits of ownership are picked up and reflected as of

the date set forth in the permit of the Corporation

Commissioner.

Q. Are the minutes here? A. No.

Q. Is it your recollection of the minutes, if we

may proceed this way, then, that there is nothing

in there that actually says there is a transfer, how-

ever, when you got the power to issue the stock for

the assets?

A. Well, the Corporation Commissioner would

require you to furnish a resolution of the Board

of Directors authorizing the acquisition of these
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assets as of a specific date in exchange for stock, at

certain values, and so on and so forth.

Q. And the Corporation Commissioner said that

was all right on August 24th?

A. That is correct.

Q. And you were notified by mail, then, were

you, in a day or [59] two, subsequently?

A. The time in the Corporation Commissioner's

office in my experience can be anywhere from three

weeks to four or five months.

Q. In other words, you wouldn't have heard

about it until September, probably, then?

A. Well, I heard about this—when the permit

is mailed I would get it the next day. It bears on

its face it was mailed on August 24th, as I recall.

I am merely saying that you can't hold up these

things until the Corporation Commissioner actually

issues a permit, because you wouM just never get

into operation. And the problem that has arisen

is not only a practical matter, but it is a problem

of Federal Tax Law, because you make a transfer

to the Corporation and then you may not get a

permit for 60 days, and so on, and then the question

arises as to whether there was or was not a tax

free exchange as of the date specified for the trans-

fer of the assets.

Q. I am sure you appreciate as a tax attorney

that this case couldn't even be before his Honor
if those assets were not transferred until that crop

was picked, the taxpayer on an accrual basis, he

would necessarily have to have all the income at-
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tribiitable to him unless those assets were in fact

transferred before any harvesting of the crop, and

the taxpayer, it is a stipulated fact, is on an ac-

crual basis.

It is a critical factor here to find out how long

he owned [60] those assets. As you know, I needn't

tell you, as a tax attorney, and his client, that that

is a fact here, he didn't in fact transfer those assets

until that crop was harvested in that year there

would be no point of the Commissioner reallocating

income, because it would all be his as a matter of

law.

A. Well, of course, this is the first time that

the Internal Revenue Service or the Government

at any level in this proceeding has questioned the

fact, or raised the issue. The income tax returns

were filed and accepted on that basis, and

Q. It may be the first time it has been discussed

with you, but it is a very important question here?

A. As a matter of procedure in transferring an

operating business, involving essentially personal

property, the transaction here was carried out

normally and in a way that would normally effect

the transfer of assets, in my opinion.

Q. Maybe I can make two concluding questions.

In the first place, you have no recollection of trans-

ferring either the leasehold or the growing hops,

and trellises, which I assume would be real property,

and recording that transfer? A. No.

Q. And secondly

A. I told Mr. Rooney, and discussed with Mr.
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Watts the manner of informing Ms landlord and

also the Steiner Company with respect to the fact

that the business had been transferred to [61] the

corporation.

Mr. Smail : May I ask for a stipulation, to avoid

calling a witness—I believe there will be no question

about it at this time, and if so I would have no

further questions. I wonder if Counsel would stipu-

late with me that Mrs. Helen Jones of the County

of Sacramento in the Assessor's office, if called as

a witness, would testify that she is in charge of

the assessment list or cards on improvements on

leased lands and improvements on leased land in

the ranch here in question are still in the name

on her rolls of Mr. Rooney as an individual and

not in the name of the corporation? Would that

be agreeable?

Mr. Smith: That would be agreeable.

Mr. Smail: I have verified that this morning. I

have no further questions.

Mr. Smith: That is all. We have no further

witnesses.

The Court: Plaintiff rests?

Mr. Smith: Plaintiff rests.

Mr. Smail: The United States would like to

argue whether a prima facie case has been estab-

lished here rather seriously. I have no witnesses

to call. I think we might be able to argue it just

as well in briefs and not take more of the Court's

time.

The Court: I was going to say why don't you
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make it in the form of a motion and I will take

it under advisement, and [62] then you can proceed.

Mr. Small : I might just take less than two min-

utes.

The Court: Well, I don't w^ant any argument on

it, just state your motion so that you will have your

record preserved in that regard.

Mr. Small: It will be on two grounds: On the

first ground we discussed earlier, namely the only

question before the Court was the legal power of

the Commissioner to reallocate income, and none of

this testimony has dealt with that issue, and if that

issue is not the one before the Court and we are

to consider whether the Commissioner acted arbi-

trarily or capriciously or unreasonably in reallo-

cating his income, I submit the evidence before

your Honor has not made an attack on the Com-

missioner's allegation here.

It is clear that the crop was harvested in '54,

and yet as reported in the two controlled businesses

resulted in a loss that wiped out the '54 income of

the individual and knocked out almost $20,000 of

the tax paid in 1953, and $2,000 of the tax paid

in 1952. Not only distorting the income for this

year, but for the two prior years.

I would submit that no prima facie case has been

established that the Commisioner acted unreason-

ably in allocating this income.

The Court: I will take that under advisement.

Mr. Small : The United States, after making this

motion, [63] will not call any witnesses, and will

rest on that.
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The Court: The defense rests.

Mr. Smith: If your Honor please, I wonder if

the Plaintiff might recall Mr. Howard for the pur-

pose of placing the construction which he intended

on the pleadings which he drafted in this case, as

Counsel has raised the issue of the proper inter-

pretation of the language employed in the pleadings

in this case, that is, the question of without power

or without authority, and if we might put Mr.

Howard on for that purpose?

Mr. Small: We don't think the testimony can

be introduced.

The Court: I don't think that that is a subject

of testimony. I think that, unfortunately, is what I

have got to resolve. I wish I could place the re-

sponsibility on Mr. Howard's shoulders, but I am
afraid the Government probably would not accept

that.

Mr. Smith : We felt that it would be illuminating

to your Honor, and we would like to introduce it

at this time.

The Clerk: Is this a motion for dismissal, or

for judgment?

The Court: He has made a motion, I assume,

for judgment on the basis that there is no prima

facie case shown.

Mr. Small: Yes. I don't think that there is any

evidence here at all, establishing a prima facie case.

The Court: Well, if you think it is desirable,

Mr. Smith, [64] to make a record on that, you may
do so, but I don't think that I could accept an
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attorney's opinion as to what a document means,

even though

Mr. Smith: Not as a legal conclusion, your

Honor, but just as the expression of the writer

as to that which was in his mind.

The Court: I don't think that that is sufficient

though. It is what the document would convey to

the average person or to an ordinary person reading

it, which is to be controlling, rather than what the

person intended.

Mr. Smith: I must agree, your Honor.

The Court: All right. Now, as I have already

indicated, I want memos in this matter here. I don't

know how one judge can be as lucky as I am, when-

ever there is something that hasn't been decided

in this Circuit it always seems to drift into my
Court here.

I assume the burden is on the Plaintiff, so, Mr.

Smith, how long do you want for your opening

memorandum ?

I would suggest to you gentlemen, that you have

this record transcribed here this morning, and make

it a part of the record in the case, and have every-

thing in black and white.

Mr. Smith: Yes, your Honor.

Mr. Small: Yes.

The Court: Is that agreeable? [65]

Mr. Smith: Yes, your Honor.

Mr. Small: Yes, your Honor.

(Discussion between Court and Counsel as to

' time of filing memorandum.)
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(It was ordered that the memorandums be filed

30, 30 and 15, the time to commence upon the

date of the filing of the transcript with the

Clerk of the Court.)

[Endorsed]: Filed May 3, 1960. 166']

[Title of District Court and Cause.]

CERTIFICATE OF CLERK TO
RECORD OF APPEAL

I, James P. Welsh, Clerk of the District Court

of the United States for the Northern District of

California, do hereby certify that the foregoing

and accompanying documents listed below, are the

originals filed in this Court, in the above-entitled

case, and that they constitute the record on appeal

herein as designated by the appellant herein.

Complete Documents, numbered one (1) through

and including twenty-four, (24) and Exhibits one

(1) and two (2).

In Witness Whereof, I have hereunto set my
hand and the seal of said Court this 13th day of

February, 1961.

[Seal] JAMES P. WELSH,
Clerk;

By /s/ WILLIAM 0. ROBB,
Deputy in Charge.
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[Endorsed]: No. 17313. United States Court of

Appeals for the Ninth Circuit. Francis L. Rooney,

and Irene Rooney, Appellants, vs. United States of

America, Appellee. Transcript of Record. Appeal

from the United States District Court for the

Northern District of California, Northern Division.

Filed Feb. 14, 1961.

Docketed March 29, 1961.

/s/ FRANK H. SCHMID,
Clerk of the United States Court of Appeals for

the Ninth Circuit.
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United States Court of Appeals

for the Ninth Circuit

No. 17313

FRANCIS L. ROONEY and IRENE ROONEY,
His Wife,

Plaintiffs and Appellants,

vs.

UNITED STATES OF AMERICA,

Defendant and Appellee.

APPELLANTS' STATEMENT OF
POINTS

To the Clerk of the Above-Entitled Court:

Those portions of the record in the above-entitled

proceeding designated by appellants for inclusion in

the record on appeal contain all contentions and

evidence relevant to the following points which

are to be considered on the appeal on this cause:

The District Court erred in its determinations

that

:

(1) The action of the Commissioner of Internal

Revenue in allocating expenses actually incurred

by appellants to their successor corporation was a

proper exercise of the discretion vested in him by

Section 482 of the Internal Revenue Code of 1954;
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(2) Appellants were not entitled to deduct the

expenses incurred by them individually in connec-

tion with the growing of the crop in question and

to carry back their net operating loss as permitted

by applicable provisions of the Internal Revenue

Code of 1939;

(3) Appellants did not qualify for the tax free

transfer provisions of Section 351 of the Internal

Revenue Code of 1954.

Dated: March 28, 1961.

Respectfully submitted,

/s/ N. RICHARD SMITH,

HOWARD & PRIM,

Attorneys for Appellants.

[Endorsed] : Filed March 29, 1961.




